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ABSTRACT
This thesis is concerned with two things. First, the determinants o f foreign direct 
investment (FDI) and second, the relationship between FDI and trade in Indonesia. This 
study focuses on two major investors, Japan and America. Although there are a number 
of theories and empirical studies explaining FDI determinants, most of these works 
focus on developed countries, mainly the European and American economies. In this 
study we opted to use Vernon’s and Kojima’s hypotheses of the catching-up product 
cycle and comparative advantage which are more appropriate to explaining FDI in 
developing economies, especially Japanese FDI in Indonesia. For American FDI, we use 
the eclectic theory of Dunning, with a core theory derived from Hymer’s hypothesis of 
firm-specific advantage.
In terms of econometric methodology, we apply recent developments in 
cointegration and error correction modelling by adopting the Unrestricted Error 
Correction Model estimator which has better statistical properties than other methods 
for a finite sample. This method can incorporate both long-run relationships and short- 
run dynamics. It can minimise the possibility of spurious results and at the same time 
retain information on long-run behaviour.
In light of these theories and based on our empirical findings, the causes of FDI 
inflows to Indonesia generally can be summarised as follows: first, the need to relocate 
labour-intensive industries to other low-wage labour countries. This need arises because 
a sharp increase in wage rates as a result of changes in regional comparative advantage 
and economic structures in the East Asian region. Second, the substantial appreciation of 
the Japanese and NIE currencies as a result of strong pressure to revalue their 
currencies, which eroded the competitiveness of their industries in export markets. 
Third, the attractiveness of the Indonesian economy in terms of its market size and low 
production costs. These factors can also be seen as pull factors. Fourth, home as well as 
host government policies became more open and receptive to international capital and 
this facilitated the flows of FDI in the region. Fifth, on the part of investing countries, 
there is a need to secure and expand market access, to increase efficiency, and to 
capitalise on firm-specific advantages and integrated regional markets. The first two 
factors represent the relative comparative advantage differences between investing and 
receiving countries as envisioned by Kojima. The last factor reflects the underlying 
dynamic of the FDI-trade relationship and the oligopolistic nature of MNCs as predicted 
by the eclectic theory.
On the FDI-trade relationship, based on descriptive analyses and econometric 
results we draw conclusions as follows: first, trade and FDI complement rather than 
substitute for each other. This finding is in line with major recent literature. Second, 
regarding the trade orientation of the two major investors, Japan and America, we found 
that export orientation is more pronounced in the case of Japanese FDI than American 
FDI, at least in the current stage of the Indonesian economy. This finding is in line with 
that suggested by Kojima (1978) and Hatch and Yamamura (1996).
This is the first study of its kind investigating the determinants of FDI and the 
role of FDI on trade in the Indonesian economy, in formal and testable analysis, 
utilising time series analysis.
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CHAPTER 1
INTRODUCTION
1.1 Background of the study
This thesis examines the determinants of foreign direct investment and its 
dynamic relationship with trade. This study focusses on the case o f Indonesian 
economy, one of among the fastest growing economies in Asian developing countries. 
Foreign direct investment (FDI) and trade have been important channels through which 
an economy links to the world economy. Together with indirect foreign investment 
(portfolio investment), FDI forms a long-term capital account in the balance of 
payments. This long-term investment has played an important role as a source of capital 
needed to continue and sustain the Indonesian economic development and growth.
Similarly trade is important to ensure the sustainability of economic growth. 
Since the collapse of international oil prices, deteriorating term of trade for primary- 
based products, and the failure of import-substitution policy, the Indonesian government 
has to find an alternative source of capital and foreign earnings.1 The policy shift in the 
mid 1980s from an inward-looking to an outward-looking policy helped to attract FDI 
flows and laid down the foundation for export-based production. In the late 1980s, FDI 
inflows started to rise significantly and at the same time exports of non-oil 
manufactured goods increased, gradually catching up with oil exports, the once- 
dominant export earner. In 1991 the value of manufactured exports already exceeded 
those of oil and the related mineral fuel group. It is not a coincidence that the increase of 
FDI and exports occurred in a similar fashion and in the same time frame. There is a 
strong belief that FDI and trade (exports) have a close relationship which enhances both. 1
1 Oil and primary-based commodities were the main source o f Indonesia’s foreign earning until the mid 
1980s. Indonesia is a major marginal oil exporter among OPEC members which contributes around 8 % 
o f total annual OPEC oil production.
Chaper 1 Introduction 2
Although FDI is not huge compared to the host country’s GDP or gross 
domestic capital formation, FDI is considered as important and of strategic significance 
especially for East Asia, for four major reasons: first, its magnitude and rate of growth; 
second, the relationship between FDI and the performance of the home and the host 
countries and the effect on regional trade; third, its implications for Asia-Pacific 
Economic Cooperation, APEC (Suh and Seo, 1996); and fourth , FDI through 
multinational corporations (MNCs)2 has been a major transmission mechanism for the 
introduction of technologies into developing countries (Hill, 1990). The increase of 
intra-regional FDI flows in the Asia Pacific has been dramatic over the past 10 years or 
so. Although most FDI was directed toward developed countries, developing countries 
in East Asia have been the only major group among the developing countries which 
receive substantial amounts of FDI. The stock of FDI in the ASEAN-4 countries3, for 
example, has increased by about 14 percent annually in the period 1980-1992. In China 
during the same period FDI increased by 15 percent per annum and in recent years is 
even higher, about 25 percent per annum. Similarly the increase of FDI in Asian newly 
industrialised economies (NIEs)4 is comparably high (Soesastro, 1995).
However, there has been little research undertaken to date into the determinants 
of FDI and their relation to trade in Indonesia. Most studies are concentrated on 
developed countries, although interest in developing countries is growing as FDI 
inflows to these countries have grown over the last two decades. Most of the literature 
on Indonesia has offered general surveys of her experiences with FDI in which general 
statistical information is presented, following a brief explanation and discussion of 
policy issues. Many of these studies have been commissioned by research institutions, 
either international or national with the aim of getting a general overview of FDI, trade
2 Definition o f multinational corporation is not unique. According to ownership criteria, it can be 
defined as a firm which owns or controls income generating assets in more than one country (Aharoni, 
1971). Caves (1982) defined MNC as an enterprise that controls and manages a production establishment 
in at least two countries.
3 We define ASEAN-4 to include countries: Malaysia, Thailand, Philippines, and Indonesia
4 Asian NIEs are South Korea, Taiwan, Hong Kong, and Singapore. We use the term NIEs and Asian 
NIEs interchangeably in the next chapters.
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and the general performance of the Indonesian economy (Hill, 1990). Among these are 
Thee (1984, 1991), Hill (1988), and Kuntjoro-Jakti (1983). These works have been very 
useful in providing a broad picture, particularly as little had been done on this subject. 
More formal, systematic and testable works was done by Hasan (1981) who examined 
the bargaining power between MNCs and government, and the determinants o f foreign 
manufacturing production of all country’s sources pooled together.
Despite the important role of FDI in the Indonesian economy, it is not known at 
an empirical level what factors have been driving FDI into Indonesia. Many theories 
regarding the determinants of FDI inflows to a country have been proposed in the 
literature. Industrial organisation, eclectic paradigm , product life cycle, internalisation 
and macro-economic comparative advantage are among the most-cited theories. There 
have been a substantial number of empirical works too, but again they are mostly related 
to developed countries, particularly America and Europe. O f course the trend of 
available aggregated data can give some indication of the factors that influence the 
inflow of FDI; however, a formal and systematic analysis is needed that can be tested to 
determine how the particular factors are affected.
This study is intended to fill this gap by shifting the research agenda from those 
general surveys towards works with a stronger micro, country, and industry level in 
order to investigate to investigate the many questions thus far left inadequately 
answered. In this way we can determine which factors play a dominant role in attracting 
the inflows of FDI in manufacturing and at an industry level. We are also able to 
investigate the characteristics of different major sources of FDI. Another issue concerns 
the role of FDI in the Indonesian economy. For the last 15 years trade has been 
hypothesized as the major driving force in economic growth and FDI has been seen to 
play a significant role in the upsurge of Indonesian trade (export) over the last decade. 
But no research has been done thus far investigating the role of FDI in Indonesian trade 
except for the general surveys mentioned above.
Chaper 1 Introduction 4
Related to these issues are the policy implications for government. Thus far 
government policies have been seen to be inconsistent and to give a mixed signal to 
prospective investors. Apart from the political and economic interests of the economic 
players, lack of consistent and reliable information about FDI in Indonesia also 
contributes to this problem. Again, sound and reliable research is needed to provide a 
sound policy. With a sound policy the inflow of FDI and the entry of MNCs will be 
more beneficial to the Indonesian economy.
1.2 Objectives of the study
There are two main objectives of this study; the first is to assess the major 
factors that determine the inflows of FDI to Indonesian manufactured industries, and the 
second is to examine the relationship between FDI and trade, particularly exports of 
manufactured goods. Regarding the first objective, two focuses are examined: (i) given 
ample theories existing in the literature, we seek to determine the most appropriate 
theory to explain the determinants of FDI in the Indonesian case. To facilitate the 
analysis an hypothesis is suggested: that the determinants of FDI in Indonesia can be 
best understood through the hypothesis of product cycle and comparative advantage as 
proposed by Vernon and Kojima. To obtain a detailed picture, we then apply this theory 
to elaborate the FDI inflows at manufacturing, country-source and industry level, (ii) 
We also explore the different characteristics of the major sources of FDI, namely Japan 
and the US. This is done to shed further light on the Kojima hypothesis, which claims 
that there exist differences between Japanese and American FDI. In relation to these two 
sources of FDI the second hypothesis suggests, that American FDI in Indonesia is best 
understood using the hypothesis of Dunning’s eclectic paradigm.
With the second objective, the focus is on the role of FDI in trade, particularly 
exports. As a corollary to this objective we specifically investigate (i) the role of FDI in 
economic structural changes and trade comparative advantage to shed further light on 
the theory of comparative advantage of FDI determinants. To facilitate analysis of this
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objective, hypothesis is proposed, that FDI and trade are complement rather substitute 
for each other; and (ii) to explore possible differences between the major investors, 
Japan and America, in relation to their trade orientation. It is hypothesized that Japan is 
more trade oriented than America. As in the first objective, here we also perform 
analyses at aggregated country and disaggregated industry levels.
1.3 Methodology
This study uses both descriptive and quantitative analyses to support its 
argument. In our descriptive analyses we describe the facts through presentation of 
tables, using comparative and statistical analyses to support the arguments and 
hypotheses. This approach complements quantitative econometric analysis where the 
purely quantitative approach is impossible or difficult to apply.
In regards to quantitative analysis, we embark on a new method of time series 
analyses, Cointegration and Error Correction Model. To guard against the possibility of 
spurious relationships in the presence of nonstationary variables, we perform the 
estimation by employing Hendry’s approach, that is a general-to-specific Error 
Correction Modelling (ECM) procedure. This approach originated with Sargan (1964) 
and has been popularised by David Hendry (1980) and others. The Error Correction 
approach can minimize the possibility of spurious relationships and at the same time 
retain information on long-run behavioural relationships among key variables of 
interest. In the case of a finite sample, Kremer (1992), Inder (1993), Baneeije et al, 
(1993) and Demetriades and Luintel (1996) suggest to use Unrestricted ECM which is 
superior to the two-step Eagle and Granger (1987) estimator and the modified estimator 
o f Phillips and Hansen (1990). The UECM estimator is obtained by estimating long-run 
parameters in an Unrestricted ECM specification which incorporates all the dynamics 
(Baneeije et al, 1993).
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The estimation procedure begins with an over-parameterized autoregressive 
distributed lag (ADL) specification of an appropriate lag. The model then is 
progressively simplified by a sequence of simplification tests. These tests are done by 
successively eliminating statistically insignificant parameters to obtain the final 
parsimonious dynamic equation.
All the equations are estimated by the OLS (ordinary least squares) method. We 
employ some diagnostic tests to check the validity of estimated regressions results. The 
estimation results are obtained by using econometric software package TSP (Time 
Series Processor). Further theoretical evaluation of cointegration and error correction 
modelling is presented in Chapter 5.
1.4 Outline of the study
This thesis proceeds as follows. Chapter 2 offers an overview of Indonesian 
economic development over the last three decades. The focus is on economic reforms, 
structural changes, trade and FDI and balance of payments of Indonesian economy. 
Such an emphasis provides an understanding of the effects of economic reforms adopted 
by the government on the economic progress of the later period. The most significant 
impacts of economic development on economic structural change is also discussed.
Chapter 3 discusses the trend and change in the pattern of FDI in the Asia 
Pacific and Indonesia. This provides a background to understanding how structural 
change and capital movements in the region have interdependently affected the 
domestic inflows of FDI. The discussion is extended to examine the forces behind the 
movement of capital in the region and its relation to domestic inflows. The remainder of 
the chapter discusses the composition of FDI and the significance of the main country 
sources of FDI and the policies of FDI.
To explore the relevant theory to explain appropriately the determinants of FDI 
in Indonesia, chapter 4 reviews the existing literature regarding FDI, particularly those
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mainstream theories which are able to explain the FDI phenomena in Indonesia. FDI 
theories are elaborated from supply and demand perspectives. The discussion leads us to 
select some theories that are relevant to explaining FDI determinants in the Indonesian 
economy. The benefits of FDI for the economy, especially in term of trade is also 
discussed. Finally, this section summarises the main empirical investigation on the 
determinants of FDI and the trade relationship. The emphases are on two parts: major 
relevant empirical research in this area which are related to the objective of this study 
and the empirical researches that have been done so far in developing countries and 
Indonesia.
Chapter 5 outlines the theoretical framework of this thesis. This section gives the 
theoretical basis as well as justification for the use of theories that have been discussed 
in chapter 4. This chapter also develops theoretical framework for explaining the FDI- 
trade relationships. The rest of this chapter will develop a model specification for FDI 
determinants and trade functions incorporating FDI as explaining variable in the trade 
function in addition to traditional variables. An econometric approach is used to 
quantitatively support the arguments .
The major findings of this study are outlined in Chapters 6 and 7. Chapter 6 
examines the first objective of the study and consists of three major parts. Firstly, it 
presents the results of our study into the determinants of FDI in aggregate 
manufacturing. Secondly, it present the results of our study into the FDI determinants in 
disaggregated-industry levels. Based on factor intensity, these are three such industries: 
unskilled labour-intensive, human-capital and technology-intensive industries. Thirdly, 
it outlines FDI determinants based on country sources, namely FDI from Japan and 
America, the two major investors in Indonesia. The discussion also examines the 
different characteristics of Japanese and American FDI. The first two parts question the 
whether the determinants of FDI can be explained by product cycle and comparative 
advantage theories, and the last part explores whether American FDI can be explained 
by the eclectic paradigm.
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Chapter 7 elaborates our findings regarding the FDI-trade relationship, which 
consist o f four major parts. Firstly, it presents the impacts of FDI on structural change 
and trade comparative advantage. This is elaborated through descriptive and statistical 
explanations. Secondly, it discusses the impact o f FDI on manufacturing trade. In this 
part the impact of FDI on trade is modelled in export and import functions incorporating 
FDI as an independent variable. Thirdly, taking a similar approach to the second part, 
the effects of FDI on industry-level exports are examined. This industry again is broken 
down in terms of factor-based intensity; unskilled labour-intensive, human capital­
intensive and technology-intensive industries. And lastly, a similar analysis is presented 
to examine the impacts of FDI on country destination-based exports, that is the effects 
o f FDI on Indonesian manufacturing exports to Japan and to America. This discussion is 
also highlighted with descriptive discussion to elaborate the findings. In this part we 
evaluate the hypothesis that FDI and trade complement each other and determine 
whether Japan and America are different from each other with respect to export 
orientation.
Finally chapter 8 presents the major conclusion derived from this study, 
emphasising in particular the key policy implications drawn from the major findings. 
This chapter concludes by offering some suggestions and recommendations for future 
research in this area.
CHAPTER 2
THE INDONESIAN ECONOMY: AN OVERVIEW
2.1 Introduction
Indonesia has gone through the usual stages of industrialisation moving from 
import substitution in final consumer goods to import substitution in intermediate and 
capital goods, and more recently to an export-oriented expansion. The economy has 
been transformed remarkably from an agriculture-dominant into a more manufacturing- 
based economy, and from an inward-looking to an outward-looking economy.
This chapter is aimed at providing an overview of Indonesian economic 
development during the last three decades. The organization of this chapter is as 
follows: section 2 will outline the economic reforms that the government adopted to put 
the economy back on track. This is believed to have contributed to the good economic 
performance in the later period. Section 3 examines the economic structural changes 
that have occurred since the 1970s and discusses the significant impact of open policy 
and trade on economic performance. Section 4 reviews trade, trade composition and its 
economic impacts and related policies. Section 5 reviews the balance of payments and 
finally section 6 concludes this chapter.
2.2 The economic reforms
Hill (1996) divided Indonesian economic development into four sub-periods: 
Rehabilitation and Recovery (1966-1970), Rapid Growth (1971-1981), Adjustment to 
lower oil prices (1982-1986), and Liberalization and recovery (1987 to the present). 
Each sub-period encapsulates major economic trends and policy emphases.
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The first period, rehabilitation and recovery, was a transition from the old 
government under Soekamo to the new regime under Soeharto. At the end of the old­
government regime, the economy suffered from high inflation, a zero exchange 
reserves, and a badly damaged economy and infrastructure. The economy was also 
characterised by heavy-government intervention as dictated by the spirit of communist 
ideology. Most of the national resources had been spent and depleted in the interest of 
ideological propaganda. The new government was able to restore the economy, to 
control hyperinflation, to establish ties with the international donor community, and to 
rehabilitate physical infrastructure. Over this period inflation came under control, 
declining relatively quickly, and the economy grew at an annual average of 6.6 percent.
Under the new government the economy was liberalised, and trade and industrial 
policies became less restrictive. Providing the basic needs of people became an 
important agenda, thus, import substitution was pursued by giving protection to 
domestic industries through various tariff and non-tariff barriers (NTB), while imports 
of non basic-need goods (luxurious goods) were discouraged, particularly in consumer 
goods, by imposing heavy tariffs. However, the government adopted an open-door 
policy to foreign investment in many industries (except negative-list industries which 
are closed to foreign investment). Government promoted foreign investment by offering 
incentives such as, accelerated depreciation, guaranteed repatriation of profits and even 
a tax holidays. In 1967, a year after the new government came into office, the Foreign 
Investment Law was introduced. This law provided a legal framework for foreign 
investment such as allowing foreign companies to repatriate their foreign exchange 
earnings, guaranteeing the foreign investors that their companies would not be 
nationalised and allowing the companies to operate for up to 30 years. The only 
restriction imposed by the government was that the product was restricted from being 
distributed in domestic markets; it must be for export only (Pangestu, 1991). To 
strengthen the effort to attract foreign investment, in 1970 Indonesia abandoned its fixed 
foreign exchange system and adopted a managed floating rates system. The system was
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further liberalised in 1982 and the exchange rate became more flexible in March 1983 
(World Bank, 1993a).
In the second period of rapid growth, the oil boom took place due to the OPEC 
oil embargo and Iranian revolution in 1973 and 1979 respectively. During this period 
the economy enjoyed a windfall revenue gain and real GDP increased at an annual 
average growth rate of 7.7 percent, and in all years grew at least by 5 percent. With this 
confidence, government policy moved toward import substitution in intermediate, raw 
material processing, and capital goods. During this period economic liberalization was a 
little slow since the oil boom had provided liberal flows foreign earnings and which 
could be used to develop the economic infrastructure and to expand education. The aim 
was to diversify the economic bases and to create backward linkages in the economy. 
Foreign investment regulation became more restrictive. Foreign ownership and tax 
incentives were reduced, the negative list of investment was extended, and more 
restrictions were placed on the employment of foreigners (Pangestu, 1991). These 
restrictions led to the so-called Dutch disease effect in which the boom in the oil 
economy disadvantaged other sectors of the economy, especially manufacturing 
industries. Also in this oil-boom period, led by public dissatisfaction with an 
increasingly Japanese-dominated economy, the government introduced new regulations 
intended to develop mutual cooperation between foreign and domestic companies. This 
policy required foreign investors to form joint ventures with Indonesian partners, who 
within a specific time, should obtain a majority share in the companies (World Bank, 
1993a).
The period of adjustment came when world prices of oil declined in the early 
1980s and signalled an end to the decade of oil-financed economic growth, which 
causing an economic crisis in Indonesia. A sharp decline in government revenue from 
oil was inevitable, since almost 70 percent of the government budget came from oil 
exports. The appreciation of the US dollar and Japanese Yen also put more pressure on 
the government budget since the debt service payments increased substantially. These
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external changes forced the government to change its economic policies by shifting the 
direction of the economy toward a greater emphasis on non-oil sectors which had been 
ignored during the oil boom period. Other factors such as inefficiencies created by 
protection, also contributed to the policy changes. The government cut its expenditure, 
rescheduled all major projects, encouraged more exports of non-oil products, raised 
non-oil revenues through new tax law, implemented restrictive monetary policies, 
deregulated the banking sector, simplified investment procedures, and reduced 
restrictions on exports and imports. During this period the government began to 
introduce many economic reforms and deregulations which apparently made a great 
contribution to sustained economic growth and economic structural change in the later 
periods.
The financial sector was also reformed in 1983; the banking sector was 
deregulated to some extent and the currency devalued for the third time by about 28 
percent in order to give greater incentive to domestic producers to increase their non-oil 
exports.1 But the effect of this devaluation was not very successful in encouraging non­
oil exports. This is because the inflation following devaluation impeded export 
capability and the lack of further deregulation in real sectors (Pangestu, 1991). Another 
45 percent devaluation introduced in 1986 was followed by a large increase in non-oil 
exports as inflation was controlled and the trade, industrial, transportation and financial 
sectors were significantly deregulated.
In the trade sector, two important policy packages were introduced in this period 
as a long term restructuring of the economy - one in October 1986 and the other in 
January 1987. These packages eliminated or relaxed the control of quantitative imports 
on a number of goods, mainly inputs, and reduced tariffs. In the October 1986 package, 
the regulation governing the import of 132 items, previously under import licensing or 
approved importers, were removed or relaxed. In chemical products, about 60 percent of
1 The first devaluation was in 1971 where currency was devalued against the US dollar by about 10 
percent. The second devaluation occurred in 1978 by about 50 percent and at this time ‘managed’ 
floating exchange rate was adopted. Further devaluation happened in 1983 and 1986. Since then flexible 
exchange rates were further enhanced (Pangestu, 1991). See also Appendix A.
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import restrictions were also phased out. Other items such as machinery and electrical 
machinery were subjected to import tariffs rather than non-tariff-trade barriers (NTB). 
In the January 1987 package the government further relaxed import procedures for the 
textile and the iron and steel sectors. Further tariff reductions were also made on some 
machinery and electrical products. The combined impacts of these policy reforms have 
been to reduce import restrictions in the textile sector by 91 percent and 30 percent in 
the iron and steel sectors. The overall impact was that about 40 percent of existing 
import restrictions in the manufacturing industries were removed or relaxed (Pangestu, 
1987).2
The last period is liberalization and recovery, identified by the continuation of 
economic reforms and sound macroeconomic and microeconomic policies which 
resulted in strong economic recovery in 1987. Annual economic growth from 1987 to 
1994 averaged 6.8 percent. For the first time in its history, Indonesia became a 
significant manufactured goods exporter, following the export-promotion policies and 
lessons from the success of its East Asian neighbours. The regime had demonstrated the 
capacity to respond appropriately to an unfavourable situation and engineered growth in 
adverse economic circumstance. This period is characterized by the significant role of 
trade, foreign direct investment (FDI) and the integration and globalization of the 
Indonesian economy along with regional economies, ASEAN and the Asia Pacific 
region. This will be examined in detail in the following chapters as it is the focus of this 
study.
Another recent big step taken in this period was the overall tariff reduction when 
the new tariff measures were announced in July 1997. Overall the tariff rate was left 
about 12 percent. Indonesia has 7,261 items subjected to tariffs, of which 1,419 are 
subjected to 0 percent tariff (19.54 % of total), 2,275 items are 5 percent (31.33 %), 844 
items are 10 percent (11.62 %), 455 items are 15 percent (6.27 %), 1.156 items are 20 
percent (15.92 %), 975 items are 25 percent (13.43 %), 55 items are 30 percent (0.76
2 For a chronological sequence o f the policy changes, see Appendix A.
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%), and 82 items are more than 30 percent (1.13 %). Included in the last items are some 
chemical products and automobiles, with import tariffs ranging up to 200 percent 
(Republika, 8 July 1997).
In summary we can say that the shift in the Indonesian economy was caused and 
triggered by (i) external shocks, (declining oil price and Japanese Yen appreciation, etc), 
(ii) dissatisfaction with the import substitution policy, (iii) demonstration effects of the 
success of East Asian economies, and (iv) changes in intellectual thought (Ariff and 
Hill, 1985). The import substitution policy apparently caused a huge cost to the 
economy. The newly established manufacturing sectors emerging from this policy were 
not internationally competitive. The experience of other countries which adopted 
export-led growth also facilitated the change in the economy toward liberalization. The 
NIEs’ economies show that export-led industrialization has contributed to the sustained 
high economic growth. Finally, during the 1970s there was mounting evidence and 
theoretical work that provided intellectual justification for the policy changes.
2.3 Economic structural changes
The objective of this section is to examine the structural changes experienced by 
the Indonesian economy over the last three decades. The economic structural 
transformation has been considered remarkably rapid, resulting from economic progress 
and development.3 Since 1967, the agricultural share of GDP has halved, from more 
than 50 percent down to 23 percent, similar to industry’s share.
The change in the economic structure can be measured by several indicators. The 
simplest and most widely used are the percentage share of sectoral production to total 
production (GDP) or its contribution to GDP growth. Another way is the percentage 
contribution of a sectors’ total exports or imports. Structural changes can also be
3 There are many definitions o f structural changes in the literature, but Naya and Ramstetter (1991) 
simply define structural change as the process by which the distribution o f economic phenomenon 
changes across activities.
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examined by calculating the export performance of each industry, which can further 
illustrate the stages of economic development of a country. Still another way to analyse 
structural changes is by examining the factor intensity of production or commodities 
exported. The last method will be taken up in Chapter 7. Since trade is one of the major 
topics of this study, it will be emphasized in the next analysis. In the following, we 
discuss the above methods.
The Indonesian economy has seen major structural changes over the last three 
decades, because of which sectoral distribution has changed substantially. The 
contribution of agriculture to GDP had declined, halved from 45 percent to 23 percent 
by the mid 1980s, while that of industry (broadly defined to include manufacturing, 
utilities, construction and transport) had increased from 17 percent to 40 percent, more 
than double, over the period 1971-1995 (Figure 2.1). The major contributor to this 
increase is the manufacturing sector, its share doubled from 8 percent in 1971 to 16 
percent in 1985. By 1995 the share of manufacturing was already 24.3 percent of total
Figure 2.1 Structural changes, 1971-1995
Source: Calculated from BPS data
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GDP in real terms, surpassing the share of agriculture, which was 17.2 percent. 
Although all sectors have experienced an absolute increase in production, the major 
change has been a significant decline in agriculture and a substantial increase in 
manufacturing. By most comparative indicators this decline has been relatively large.
The dimension of structural change is further illuminated by the sectoral 
contribution to GDP growth. Table 2.1 shows structural change in the economy by 
examining the incremental contribution of the various sectors to GDP over the period 
1971-1995. Incremental contribution reflects both the share of a sector and its rate of 
growth (Hill, 1996). It is calculated from the share of percentage points4 of GDP growth 
rates. The contribution of agriculture to GDP growth declined substantially from 28 
percent in the period 1967-73 to only about 11 percent in the period 1987-94 and to 8.6 
percent in 1995. In contrast, the contribution of the manufacturing remains strong, 
increasing substantially from 10 percent in the recovery period, to almost 34 percent in 
1995, except in 1987-1994, where the growth rate of the manufacturing sector was 
slightly lower than in the previous period because of the sluggish economy due partly to 
a tight money policy in the early 1990s. In the mid 1980s the growth of the economy 
was also sluggish, but the growth of the manufacturing sector remained strong. The 
second largest contributor to economic growth in the later period was trade, followed by 
agriculture and construction. During the earlier period, in addition to manufacturing, the 
most significant contributions to GDP growth were made by agriculture, trade and 
public administration. In the later period the role of government declined and was 
replaced by construction and finance sectors. The significant increase in construction 
was due to a large expansion of property business. The shift in GDP structure and 
contribution of sectors to GDP reflects a substantial structural change in the economy.
Table 2.1 also reveals that the growth rate of GDP in real terms was steadily 
increasing at 7.9 percent annually in the recovery period, 7.5 percent in the oil boom, 4 
percent in adjustment, and 6.5 percent in the export growth period. The growth rate of
4 Percentage point is the contribution o f a sector to an aggregate (GDP) growth by taking into account not 
only the growth rate o f a sector concerned but also its share to GDP.
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GDP remained stable through the rest of the period - 7.3 percent in 1994, 8.2 percent in 
1995 and 7.8 percent in 1996 (Feridhanusetyawan, 1997).
Table 2.1 Contribution of economic sector to GDP growth
(% of increment to real GDP)
Period of
Sectors ; Recovery, i Oil boom, Adjustment Export growth
j 1967-73 j 1973-81 1982-86 1987-94 1995
Agriculture 1 28.2 j 16.4 23.2 11.1 8.6
Mining j 12.8 ! 4.9 -5.0 6.9 6.2
Manufacturing i io.o j 22.9 28.9 27.9 33.8
Utilities ! °-6 i 1.1 2.5 1.2 2.1
Construction i 7 3  ! 8.8 2.0 9.6 12.5
Trade j 25.4 j 17.2 12.5 18.6 15.6
Transport j 4.2 ! 8.0 10.2 7.5 7.1
Finance j 4.3 j 2.8 4.7 m m 8.4
Housing ! L 6 ! 4.3 3.2 1.8 -
Public
administration 1 3-8 ! 12.6 15.5 4.5 2.5
Other services 1 1-6 j 1.1 2.2 3.6 2.8
Total | 100 | 100 100 100 100
Annual average 
GDP growth, % i 7.9 ! 7.51 4.01 6.5 8.1
Source: 1967-73: Sundrum (1986, p. 58); 1973-1981 and 1982-86: Sundrum (1988, p. 46); 1987-1994): 
author’s estimate from BPS data; and 1995: Manning, et. al., (1996).
As Indonesia was an oil exporting country the growth of GDP was highly 
affected by the oil sector. Government revenue was also strongly dependent on this 
sector, particularly during the earlier periods of economic development before 
international oil prices plummeted. However, during the last decade the role of the oil 
and gas sector steadily declined as other sectors in the economy continued to grow and 
overtake the role of oil/gas. Table 2.2 underlines the declining role of the oil and gas
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sector relative to the role of non-oil sectors. The share of oil and gas exports to total 
exports declined from 82 percent in 1981/82 to less than 26 percent in 1995; 
consequently the ratio of non-oil exports to non-oil imports increased significantly, from 
28 percent in 1981/82 to almost 90 percent in 1995. The contribution of the oil sector to 
government revenue fell sharply from more than 70 percent in 1981/82 to 20 percent in 
1995. The corresponding shift in export activities away from the oil/gas sector indicates 
a shift of resources away from government to private sectors. This was reflected in an 
increase of the share of private capital formation from 52.1 percent in 1981/82 to 79.5 
percent in 1993. The low percentage of private investment in 1985/86 was due to 
temporary stabilisation measures (Conroy and Drake, 1990). Section 2.4 will further 
elaborate on the structural changes by examining the trade structure.
Table 2.2. Indonesian Economic structure, 1981/82 -1995
Ratio of: 1981/82 1985/86 1989/90 1993* 1995*
Oil&Gas export to total 
merchandise export 81.9 66.6 39.8 29.8 25.5
Non-oil export to non­
oil imports 28.6 l l l l i l l i l i S l i l i l l l 99.4 89.9
Oil&Gas revenue to 
total revenue 70.6 57.1 38.2 26.4 20.0
Private fixed investment 
to total fixed invest iiiiiiiiiiii 49.1 79.5
Non-oil manufacturing 
to GDP 8.4 11.5 14.3 16.6 24.3
Source: 1981/82-1989/90: World Bank as quoted by Conroy (1990. plO) in BIES, 26(2); 1993 and 
1995: author estimates from BPS and BI data.
Notes: * Based on annual data; — not available.
2.4 Trade and its composition
To shed further light on structural change in the economy, this section 
emphasizes changes in trade structure as this is closely related to the second major topic 
of this study. Although the trend of production does not directly correspond to that of
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exports for various reasons5, the changing structure of production will be reflected in 
exports.
As mentioned in the previous section, Indonesia generated most of its export 
earnings from oil and gas exports. Exports of oil increased dramatically in 1974 when 
the nominal value of oil exports rose more than fourfold. This record was sustained until 
1980 when the value of oil exports fell quickly. As a late comer to an export-oriented 
economy Indonesia began to change its policy in the mid 1980s and this resulted in an 
export increase a few years later. The shift from a resource-based to a manufactured- 
based economy had facilitated changes in export composition and smoothed structural 
change within the economy.
Change in export structure is illustrated in Table 2.3 which examines the 
changes in export share of commodity groups to total exports. The general trend is for 
the composition of exports to shift from primary products toward manufactured 
products. The share of primary products fell from a record high of almost 98 percent in 
1970 to less than 47 percent in 1994. The decline in agricultural products was also 
substantial, from 61 percent in 1970 to around 17 percent in 1991, but its share has 
become quite stable in the last 5 years. Similarly, the share of oil and gas has also 
declined sharply in 1982 when the international price of oil plummeted, and it has never 
recovered since then. Yet, although the share of minerals and fuel in absolute and 
relative terms tended to decline over time, its export earnings are still significant. In 
1994 they contributed about 26 percent of total exports and are still an important source 
of revenue for the government budget.
The changing structure of manufacturing is further revealed by examining its 
export composition and rapid growth. Share of manufacturing exports to total exports 
increased from less than 6 percent in 1982 to more than 53 percent in 1993, or an 
increase of more than 17 times in real terms. By 1987 the value of manufactured exports
5 One is that production is measured in terms o f value added and exports in terms o f gross value. Second 
is that production is more subject to intervention than exports (Ariff et al, 1985).
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1970 1982 1987 1991 1993 1994 1970-81 I1982-86 1987-94
Primary product ililli|il!l 7 3 3 57.6 45 .9 46*9 19.9 | -13.5 3.7
Agricultural product 
and raw material 61.5 11.3 21.5 17.4 15.4 17.3 5.4 | 7.0 7.2
Mineral fuel, lubricant 
&related material 111 IË I1 50.0 38.3 28.2 2 6 3 30*4 ; -18.0 0.8
Manufacturing
product 1.9 5.4 25.1 41.9 53.6 52.6 31.2 j 25.6 22.8
Chemical 0.5 ¡iiil 1.4 2 .9 2 3 2.5 14.1 ! 43.5 1 9 3
Basic manufacture 
industries
1.0 3.6 19.1 22.3 2 6 3 23.8 34.3 I 24.8 14.1
Machinery & transport 
equipment 0.3 0.8 1 ill! 2.3 5.6 ¡III ¡¡Il ü | -23.2 l l l i l
Misc. manufactured 
industries 0.03 0.6 4.3 14.4 19.1 18.7 57.4 1 48.1 36.5
Total 100 100 100 100 100 100 20.3 j -9.8 10.5
Source: Calculated from BPS data
Notes: Primary product includes SITC 0-4 plus division 68; agriculture includes SITC 0-2; mineral 
fuel includes SITC 3; and manufacture comprise o f SITC 5-8 excludes 68.
exceeded that of once-dominant agricultural and raw material commodities combined, 
and in 1991 manufacture exports overtook the oil and mineral fuel group. In 1992, 
manufacturing exports already made up more than 50 percent of total exports and in 
1994 exports made up almost 30 percent of the country’s total output (GDP). Within 
manufacturing, the significant contributors to exports are basic industries and 
miscellaneous industry. In terms of absolute value and relative share, basic industry and 
miscellaneous industries6 are still important for Indonesian exports as they made up 
around 24 and 19 percent respectively of total exports in 1994 and more than 45 and 36 
percent of manufacturing exports. Production and exports of textile products increased 
substantially in the late 1980s as a result of domestic production increases and the 
relocation of textile industries from Japan and the NIEs. Similarly, the plywood industry
6 Key commodities in basic industries are textiles and plywood, and in miscellaneous industries are 
clothes, and footwear.
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was on the rise after a few stagnant years following the export ban on unprocessed logs 
and other raw-wood material in the mid 1980s, in an attempt to increase the value added 
in the domestic economy.7 For miscellaneous industries, their significant share in total 
exports was due to clothing and footwear, which are highly labour intensive.
Examining the structural changes in terms of export growth, the data again 
confirms the rapid change in export structure. We divided the export period into three 
categories; recovery, adjustment or recession and export growth (Table 2.3). The growth 
in primary products was quite high in the recovery period, but negative in the 
adjustment period, and slightly up again in the export growth period. In contrast, 
manufacturing increased respectably, by more than 22 percent during all periods. Within 
manufacturing industries, electrical machinery/electronic and transport equipment 
recorded the highest annual growth of exports, doubling from 28 percent in 1970-1981 
to almost 73 percent in 1987-1994, except during the adjustment period where the 
growth rate was negative. This industry group is the most important and dynamic within 
manufacturing as it plays a leading role in economic development and in the current FDI 
boom. The industry group is still experiencing rapid technological change, new 
innovations and substantial growth. Consequently these industries play an important 
role in the country’s upgrading and specialisation of labour and smooth the adjustment 
of the economic structure. Other industries that achieved high growth in 1987-1994 
were miscellaneous industries which grew at 36.5 %, chemical industries (19 %) and 
basic manufacturing industries (14 %). However, the growth rate trends of basic and 
miscellaneous industries tended to slow down after a period of peak growth in 1992. 
The growth of these two industries declined from 34 percent to 14 percent and from 57 
percent to 36 percent respectively in 1987-1994. The decline of these industries during 
the last 5 years may indicate that they have already become sunset industries. Apart 
from the slow growth, their share in total manufacturing exports also tended to decline 
although their contribution in absolute value is still significant.
7 The result o f this policy at the beginning was damaging to logging industry but it was positive to 
plywood industries and later on this becames the key export commodity.
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Like exports, imports also grew significantly and tended to be stronger than 
export growth. This is simply because firms inevitably have to import capital and 
intermediate goods to build the export-production base. Trade is a two-way exchange. 
The total import trend has been on an ever-increasing scale, namely 12 percent in 1987­
1994 after a negative growth in the previous period. Following high import growth 
(more than 16 %) in 1970-1981 the government slowed down the imports by devaluing 
the currency which resulted in negative growth in 1981-1987 (Table 2.4). In general, 
imports are dominated by manufacturing, both in terms of composition and growth. The 
highest import growth rates occurred in basic manufactures, followed by agricultural 
products, and machinery/transport equipment goods. Basic manufactures comprised 
iron, steel and textile yam which are mostly used as intermediate goods.
Table 2.4 Imports by commodity group and rate of growth
(real annual average, %)
Share G row th
C om m odity  G roup 1970-81 1982-86 1987-94 1970-81 1982-86 j 1987-94
P rim ary  products 23.7 29.8 22.7 21.4 -16.4  j 11.9
Agricultural product and 
raw material 16.2 11.8 13.9 15.6 -4.1 j 13.9
Mineral fuel, lubricant & 
related material 7.3 17.8 8.2 40.6 -25.3 ! 9.4
M an u facturin g 76.0 69.4 76.9 14.8 -7.8 I 12.3
Chem ical 12.7 14.6 15.8 16.9 1.2 j 8.4
Basic manufacture 
industries
23.4 15.6 16.5 11.4 -11.4 j 14.6
Machinery & transport 
equipment 36 .7 36.4 41.3 16.7 -9 .9  j 13.3
Miscellaneous 
manufacturing articles
3.1 2.8 3.4 12.8 0.9 | 9.1
T o t a l 100 100 100 16.6 -10.7 j 12.1
Source: Calculated from BPS data.
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Agricultural imports are quite significant too, growing at almost 14 percent in 
1987-1994, although in terms of value it is less than machinery/transport equipment. 
Imports of mineral fuel and related products, on the other hand, declined dramatically 
because of a large reduction in oil imports as domestic refinery capacity increased. 
Relaxation of import restrictions and the rise of income have caused an increase in 
imports of certain commodities, such as consumer goods.
The sector composition of imports within manufacturing also changed to reflect 
changes in the production process. The share of basic industry, for example, declined 
while that of machinery/transport equipment8 and chemical products increased. These 
product groups mainly comprise capital and intermediate goods which are needed in 
industrial expansion. As the economy continues to grow, imports will continue to 
increase because of the need for capital and intermediate goods for production.
Structural changes in the economy will be closely related to the stages of 
economic development in a country. This can be illustrated by the export specialisation 
index of a group of commodities or of an industry. This measure expresses net exports 
of commodity j  as a percentage of total trade in commodity j .  The difference between 
this index and the revealed comparative advantage (RCA) index is that the former 
includes imports variable in calculation, while the later does not. The export 
specialisation index of industry j  is simply calculated as:
g j  _  Exports-Imports 
Exports+ Imports
Thus, the index sign may be negative, if imports are greater than exports, and 
positive if the reverse applies. An increase in the index indicates some strengthening of 
comparative advantage. This measure reflects the change in the trade comparative 
advantage of an economy. The rise of intermediate goods industries and the decline of
8 Under this category include items such as machinery (agricultural machinery, power engines, office 
machines, textile machinery, metal working machinery), electrical equipment (electrical power, 
equipment, telecommunications), transport equipment (vehicles and parts, ship, boat, air craft) etc.
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primary industries indicates that the economy is moving forward through the expected 
sequential stages. Therefore, an export specialisation index can also be used to gauge 
the stages of economic development in a country. According to Kwan (1996) the stage 
of development of one country can be gauged by the level of its industrial development. 
On the one extreme, a country is said to be a developing country if the primary-based 
industries are still dominant and a developed country if the technology-intensive 
industries are dominant. A country’s trade structure, which reflects the industrial 
development, can be classified into one of four categories according to the relative 
magnitude of the export specialisation index of primary commodities, machinery and 
other manufactures. Kwan calls the sequence of moving from one to the next category 
as the four stages o f  trade structure \ Figure 2.2 illustrates the sequential movement of 
a country’s industrial structure from one stage to another based on the specialisation 
index of its trade.
To examine the stages of Indonesian trade structure we calculate this export 
specialisation index using all commodities, grouped into the categories of primary, other 
industry and machinery industry.9 The calculation of the specialisation index over the 
period 1970-1994 is illustrated in Figure 2.3. According to this result the Indonesian 
trade structure is still in the developing country stage, but is almost ready to achieve the 
young NIEs stage as indicated by the fact the index of other manufacturing almost 
intersects with the index of primary goods-based industry. Again the primary product 
industry tends to decline while intermediate and machinery industries tend to increase. 
When these two indices intersect, the trade structure would be in a transition stage 
between stage I and II and once the index of other manufactures is greater than that of 
primary commodities the economy would be in category II, or the young NIE stage.
9 Primary commodity includes SITC section 0 through 4 plus division 68, Machinery includes section 7 
and other manufactures comprise o f section 5 ,6 , 8 and 9 minus division 68. For details see Appendix C.
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Figure 2.2
Development stages and changes in the specialisation index
Source: Kwan (1996), p. 85
Figure 2.3 Specialisation index of trade
Source: Calculated from BPS data
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Figure 2.3 supports our proposition that the structure of trade has changed 
considerably and this reflects the change in production structure as well. This discussion 
again provides further evidence of the pace of structural change in the Indonesian 
economy, especially in trade. This result is consistent with RCA indices calculated in 
Chapter 7. The disadvantage of this index is the use of imports data which is usually 
influenced by policy intervention. In this respect the RCA index is better since it 
obviates the use of import data.
The evidence mentioned above is certainly accompanied by some shortcomings; 
however, on balance the achievements attained surpass the drawbacks. In sum we can 
conclude that the pace of structural change is consistent with both the theories of 
economic development and Indonesian rapid economic development. Over the past two 
decades or so the structure of the Indonesian economy has changed significantly. The 
share of agriculture and natural reserve-based industries has fallen and that of 
manufactured industries has risen markedly. In the early 1990s, Indonesia passed three 
milestones in the long sweep of economic development and structural transformation: 
(i) manufacturing output overtook that of the once-dominant agricultural sector, (ii) the 
share of the labour force in agriculture declined below 50 percent, and (iii) 
manufactured exports constituted more than half of merchandise exports (Hill, 1996). In 
1996 manufactures share is already more than 65 percent of total merchandise exports.
Other achievements that deserve to be mentioned are, first, during the last 
decade the Indonesia economy has been growing steadily and strongly of around 7 
percent annually, parallel with other economies in the ASEAN. Second, Indonesia was 
able to achieve a self-sufficiency in basic food (rice) since 1985, so that there has been 
almost no rice imported for the last 10 years. This is a very important achievement in 
Indonesia as staple food can affect, as in the past and still now, economic and political 
stability in general. Third, the proportion of the population living in absolute and 
relative poverty was reduced significantly, from 54.2 million (40.1 %) in 1976 to 25.5 
million (13.5 %) in 1993. The equality indicator, the Gini Ratio, shows there has been
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no significant change over the period 1970 -1993, remaining around 0.34, a ratio
regarded as 7ow’ by international standard (Hill, 1996; p. 192). Fourth, educational
achievement has improved steadily. The literacy rate was 94.7 percent in 1990 for the
age group 15-24, compared to 80.1 percent in 1971. For this group the literacy rates
were more than double those of their parents’ generation. In terms of enrolment and
literacy, Indonesia is broadly comparable to its neighbours. However, in advanced
education and R&D Indonesia is generally lagging behind its neighbours. In terms of
educational expenditure, Indonesia is apparently much lower too. Fifth, Indonesia has
achieved social and political stability over more than two decades despite widely
different ethnic or groups, languages and cultures. With almost one hundreds of ethnic
groups with different languages, dialects and cultures, there is a potential for friction
that can weaken the national unity. Realising this potential source of conflict, the
•
national founder had stressed the importance of maintaining unity over diversity. There 
has been almost no major uprisings, social disorders or secession movements as 
happened in the late 1950s, at the beginning of independence. Political stability is also a 
characteristic of the new regime. Even though there have been minor riots and protests 
by students and some dissatisfied groups as in the case of the East Timor, these do not 
invalidate the stability that has been achieved. Finally, the record achievement above 
has helped improve the image of Indonesia internationally. These all encourage 
confidence on the part of international investors to invest and move their production 
bases to Indonesia.
2.5 Balance of payments
This section will discuss two major components of the balance of payments: the 
current account and capital account. Indonesian balance of payments reflect its 
economic development stage. The current account was dominated by petroleum exports 
until recently when manufacturing exports began to dominate non-oil exports and
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overtake oil exports. Capital account is characterized by a steady increase in private 
transactions, and a slow down of the government’s role in capital transactions.
Prior to 1987 the Indonesian economy was very much petroleum dependent 
economy and this was reflected in the balance of payments. Exports were dominated by 
oil. Oil exports value increased dramatically following oil price increases. Over the 
1971-75 period the real international price almost quadruped, and this was followed by a 
90 percent increase between 1978 to 1981 (Hill, 1996). Oil exports had been a major 
source of foreign exchange and source of financing for imports, and had stimulated the 
economic growth. Not surprisingly, until the mid 1980s, economic growth and import 
capability were strongly affected by the value of oil exports.
Following the oil price slide, the export value of oil also fell sharply and affected 
the balance of payments significantly. In 1986, the value of oil exports was less than one 
quarter of the nominal value of the peak oil exports in 1980, lower even than that of 
1974 (Hill, 1996). Oil export deterioration triggered a re-orientation of economic policy, 
as discussed previously. Gradually the role of oil exports was replaced by non-oil 
exports in which manufacturing exports were dominant. Non-oil exports began to 
exceed oil exports in 1987 (Table 2.5). However, oil exports are still very important, 
contributing to the trade balance surplus, as non-oil exports are not large enough to 
compensate for large imports10. A major difference between non-oil imports and non­
oil exports is that manufacturing imports (dominated by capital and input goods) are 
much larger than manufacturing exports.
10 Imports also consist o f  oil and non-oil components in which the non-oil is dominant. Figure 7.2 shows 
that imports o f manufactures far exceed exports.
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Table 2.5 Indonesian balance of payments, US$ billion.
j 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995
A . C u rren t account | -1.95 -4.1 -2.27 -1.55 -1.28 -3.24 -4.39 -3.12 -2.30 -3.5 -7.0
Exports ! 18.53 14,4 | 17.21 19.51 22.97 26.81 29.64 33.79 36.61 42.1 47.7
Oil & gas 1 12.55 7.74 | 8.57 I 7.83 8.91 11.93 11.46 10.50 9.61 10.4 10.6
N on-oil & gas ! 5.98 6.66 | 8.64 | 11.68 14.06 14.88 18.18 23.3 26.99 31.7 37.1
Imports I -12.71 -11.94 I -12,53 -13.83 -16.31 -21.46 -24.83 -26.77 -28.38 -34.1 I -41.5
Trade balance | 5.82 2.46 | 4.67 5.68 6.66 5.35 4.80 7.02 8.23 8.0 | 6.2
N et Service | -7.77 -6.56 | -6.94 | -7.23 -7.94 -8.59 -9.19 -10.14 -10.53 -11.5 | -13.2
B . C ap ita l account ! 1.81 4.37 ! 3.65 ! 2.37 3.09 4.75 5.83 6.47 5.96 4.8 | 11.5
N et offic ia l cap ital | 1.74 3.07 | 2.10 1.97 2.78 0.63 1.42 1.11 0.74 0.2 | -0.2
Inflows ! 3.23 5.07 | 4.89 | 5.51 6.52 4.54 I 5.64 5.82 6.01 5.7 | 5.7
Debt repayment I -1.49 -2.00 | -2.79 | -3.54 -3.74 -3.90 | -4.22 -4.71 -5.26 -5.5 | 5.9
N et p riva te  cap ita l 1 0.07 1.29 ! 1.55 | 0.41 0.31 4.11 ! 4.41 5.36 5.22 4.6 ! 11.7 :
FDI i 0.31 0.26 j 0.39 ; 0.58 0.68 1.09 j 1.48 1.78 2.01 2.6 j 5.4
Other capital | -0.24 1..03 | 1.16 : -0.17 -0.37 3.02 j 2.93 3.58 3.22 2.0 1 6.3
4 ...................... ...................... * ..................... + ................ .....4
C. T ota l (A +B ) [ -0.14 0.27 I 1.38 j 0.82 §3
# 1.51 j 1.44 3.35 3.66 1.3 1 4.5 i
D . E rror  & om ission j 0.24 -0.81 | -0.17 | -1.14 -1.44 0.59 j -0.23 -1.61 -2.92 j -0.7 : -1.8
E. M onetary ! -0.10 0.54 ! -1.21 | 0.32 -0.37 -2.10 ! -1.21 -1.74 -0.74 1 -0.6 1 -2.7
m ovem ent
Source: Bank Indonesia (Central Bank o f Indonesia). Indonesian Financial Statistics, Various years and volumes.
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Although the trade balance was always in surplus, the current account was never 
positive during the 1970-1995 period except in 1979 and 1980. This was because of a 
large deficit in the service sectors which are dominated by repatriated profits and 
investment income, freight transportation services, and business services. In 1995, the 
deficit in this sector was more than US$ 13 billion, more than 30 percent of total import 
value or more than 7 percent of GDP. This deficit is difficult to reduce in the short term 
since the dominant contributors, repatriated profits and investment income, are related 
to FDI and other foreign business activities. This is partly a consequence of an open 
international capital account.
The deficit in investment income and business services may reflect the scarcity 
of skilled labour. Rapid economic growth, industrialization and internationalisation of 
the business sector has required highly skilled workers at professional and managerial 
levels in these fields. The deficit in transport services (USS 4.2 billion in 1994) 
demonstrates the weakness of Indonesia’s transport sector. Almost all of Indonesian 
exports and imports are carried by foreign ships: domestic share was just 2 percent in 
1995. Even the share of foreign shipping in domestic routes is large: around 50 percent 
in the same year (Feridhanusetyawan, 1996).
Over the last 10 years the capital account transactions have accommodated the 
deficit in the current account so that the balance of payments remained in good shape. 
The capital account transactions were dominated by the government until 1990 so that 
the capital account has generally responded to and accommodated the developments in 
the current account. Post 1990, capital account transactions began to be undertaken 
significantly by the private sector. These transactions comprise FDI and portfolio 
investment. Table 2.5 shows that this capital account is important in accommodating the 
current account deficit. But at the same time it is also risky since the capital flow of 
portfolio investment fluctuates significantly and the majority of it is medium and short 
term investment. FDI has been dominated by private capital inflows except in some 
years. FDI inflow jumped in 1995, almost double that of 1994, from US$ 2.6 billion to
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US$ 5.4 billion. It is believed that this trend will continue as the approval of FDI has 
been high too.
In sum, we can conclude that although there is concern that high level of imports 
will result in a large current account deficit, it is believed that the economy in general 
will remain strong. Import growth in 1995 slowed down slightly and FDI inflow 
remained strong. Approval of FDI continues to increase and was much stronger than in 
previous years. The deficit in services reflects the weakness in this sector as well as the 
lack of skilled workers in this field and other professional and managerial jobs.
2.6 Conclusion
The Indonesian economy has undergone significant structural changes and an 
important shift in its position in the world economy. These changes were the result of 
economic reforms, cumulative achievements and consolidation of economic progress in 
the 25 years of the ‘«ew economic order’. This has led to sustained growth of the 
economy, particularly from the mid 1980s. The growth of the Indonesian economy 
continues to indicate a promising future with an average growth rate of 7 percent in 
1990-1996. The origin of this success to some extent lies in the redirection of foreign 
trade, FDI and economic policies toward an outward-looking orientation more in line 
with the international economy since the mid 1980s. Some factors have triggered these 
policy shifts: external shocks caused by the international oil price slump and Yen 
appreciation, internally the failure of import-substitution policy in delivering economic 
growth, and the demonstration effects of East Asian economic success.
The structural transformation has been highly significant. This is indicated by 
the changes in the share of economic sectors in GDP and trade composition, shifting 
from primary-based production, dominated by oil and gas, to manufactured-based 
production. Structural change is also indicated by changes in export specialization. 
Further assessment of structural change by calculating the export specialisation index
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revealed that, although Indonesian economic development can still be classified as the 
‘developing country stage\ it is approaching the iyoung NIEs stage\
The economic development during the last three decades has transformed 
Indonesian economy remarkably one of no prospects to one of the rapid economic 
growth countries in Asia. Despite the shortcomings and the need for much 
improvement, Indonesia has achieved some significant results. These include steady 
sustainable economic growth, reducing the number of people in the population living in 
absolute poverty, increasing literacy rates and achieving political and social stability. 
These all have helped to provide confidence to international investors to invest their 
capital and do business in Indonesia.
The balance of payments indicate the internationalisation of the Indonesian 
economy where international and external factors become more influential. Exports of 
manufacturing products have increased significantly although they are still unable to 
compensate for the rapid growth of imports, resulting in a current account deficit. This 
deficit has been steadily accommodated by the capital account transactions which until 
recently were dominated by the government sector. In the post 1990 period increasingly 
these transactions have been undertaken by private business activities. These include 
FDI and other capital transactions such as portfolio investment and other short term 
capital flows. The increasing role of the private sector is in accords with the government 
policy to give a greater share of the economy to the private sector. Although there is 
some concern regarding the deficit in the current account and possible instability in the 
balance of payments as private capital becomes increasingly dominant, these concerns 
are more likely short run symptoms of the changes occurring in the economy.
CHAPTER 3
THE PATTERN AND TRENDS 
OF FOREIGN DIRECT INVESTMENT
3.1 Introduction
Chapter 2 discussed Indonesian economic development, particularly structural 
changes, economic reformation and policy shifts since the beginning of the new order 
government. The role of international trade and foreign direct investment (FDI) in the 
economy has also been discussed briefly. The objective of this chapter is to outline the 
pattern and trends of FDI in Indonesia in the context of the regional economies of the 
Asia Pacific.
This chapter is organised as follows: section 2 outlines the trend and pattern of 
investment in the Asia Pacific region. This will provide us a background to the 
relationship between investment structure and domestic investment. The factors behind 
the movement of capital will be discussed as well in this section. Section 3 examines the 
pattern of inward FDI in Indonesia. Section 4 discusses change in FDI composition 
over time and the significance of country sources. Section 5 discuss the policies of FDI 
and finally section 6 concludes this chapter.
3.2 Trends and patterns of investment in Asia Pacific
Before proceeding, it is necessary to define foreign direct investment (FDI) in 
relation to the purpose of this study. Defining FDI is not a straightforward task, since 
many definitions are used. One thing is generally agreed: FDI is undertaken by 
investors, to some extent, to acquire some control and voice over the project funded by 
FDI in an economy other than the investor’s. But this concept is loose and fuzzy, since
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control can be exerted without having any control over ownership and ownership does 
not automatically give a guarantee of control over the investment. Foreign investment or 
asset control can also be acquired without capital crossing the border.
However, in developing a framework for discussion, we adopt the definition 
given by IMF. It defines FDI as all capital transactions that are made to acquire a lasting 
interest in an enterprise operating in an economy other than that of the investor, where 
the investor's purpose is to have an effective voice in the management of the enterprise. 
FDI includes items such as equity capital, reinvestment of earnings, and other long term 
and short term capital (IMF, Balance of Payment Manual, fourth edition). Nigel (1990) 
added that an investment is considered as FDI if the amount of capital is at least 10 % 
owned by foreign investors. This definition is also adopted by the Central Bank of 
Indonesia.
As the economy is increasingly integrated regionally it is worth examining the 
pattern and trend of FDI in a regional context. The mobility of goods and capital 
increases across borders as the economies within a region become more interdependent. 
When an individual country experiences an economic structural change at a certain 
stage of its economic growth - from domination by traditional agricultural sectors to 
manufacturing-modem sectors for example - the impact of these changes can pass 
through other countries within an economic region. The structural change is caused by, 
among other factors, a structural change in demand as income per capita increases over 
time or factor endowment changes. As one economy makes a necessary adjustment in 
response to these changes there will be a movement of factors of production within and 
across borders, assuming there are no restrictions among those countries. In this case, 
FDI and multinational corporations (MNCs) clearly play an important role as they bring 
capital, management and technical skills into the country, change factor endowment, 
transform the industrial sectors physically and increase output and services to satisfy the 
increase in demand. Together with the open policies pursued by countries in the Asia 
Pacific region and under the influence of new technology, developments in information
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technology and telecommunication have resulted in the spread of MNCs across the 
borders through FDI.
Researchers have observed four major waves of FDI inflows to the East Asian 
region since the 1960s (Petri, 1995). The first wave, which took place in the 1960s and 
early 1970s, was motivated by a protected domestic market and the first major Yen 
revaluation. Investments were mainly concentrated in textile and electrical appliance 
industries. The second wave in the 1970s was stimulated by the region’s good economic 
prospects and the availability of low production costs. Investment mainly took place in 
import-substitution projects in basic industries, electronics and semiconductors. During 
these two waves, most of those FDI went to Asian NIEs, while ASEAN-4 countries 
were the dominant destination for securing supply natural resources. Japan was, of 
course, the main FDI source to East Asian developing countries, followed by those 
traditional sources, the United States and Europe.
The third wave which began in the 1980s involved the transfer of labor-intensive 
industries to East and Southeast Asia in the wake of a further appreciation of Japanese 
Yen and some of the Asian NIEs’ currencies, trade friction between Japan and the NIEs 
with the US and Europe, and the wage increases in Japan and the NIEs (Suh and Seo, 
1996). After the Plaza accord, 1 Japan was forced to align its currency and the Yen 
subsequently appreciated dramatically. However, NIEs which initially enjoyed huge 
current account surpluses also caused trade friction with the US and the EC, and had to 
appreciate their currencies against dollar.
The fourth wave, according to Petri, was brought about by massive flows of FDI 
into China and a slowing down of FDI inflows in the rest of East Asia. The value of 
approved projects in China increased from USS 11 billion in 1992 to US$ 33 billion in 
1994. Chinese inflows of investment are comparable in size to investments in the rest of 
developing East Asia at its peak during the 1980s. The surge of investment flows to
1 Plaza Accord is the agreement reached by the group o f five (France, Germany, Japan, United Kingdom, 
and the U.S) at the September meeting, 1985 at the Plaza Hotel in New York, to seek an orderly 
appreciation o f currencies vis-avis the US dollar.
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China may be attributed to the intra-regional competition for FDI, fuelled by improved 
capital mobility and the attractiveness of destination countries. Chinese reforms and 
economic progress, political stability, low-labor costs, and huge domestic markets have 
made China attractive relative to other East Asian sites (Petri, 1995). However, the 
sharp increase in FDI inflows to China is not at the expense of the rest of the East Asian 
economies or ASEAN, as we will show shortly.
The direction of FDI in Asian economy seems to follow the 'wild flying geese ’ 
hypothesis2 of Akamatsu-Kojima. The first waves of FDI from Western industrialised 
countries came into the first generation of Asian NIEs. The reasons for this included 
specific advantages, barriers to entry, tariffs, lower production costs, foreign 
government incentives, and product cycle. This type of investment is called horizontal 
FDI.3 Japan was the first taking over from western industrialised economies. It was 
followed by the dynamic Asian NIEs (Toh and Low, 1994) which in turn were 
succeeded by the new generation of Asian NIEs that is ASEAN-4, and then South Asia 
(Indian sub-continent), and Indo China (Vietnam, Laos, and Myanmar).4 Vertical 
integration of FDI is also on the rise recently especially as Japan FDI utilises NIEs and 
ASEAN as regional web networks with itself at the centre. More explanation of this 
phenomenon is given later in this section.
Most of the FDI flowing into ASEAN during the 1960s was traditionally from 
the US and Western Europe (UK, West Germany, Netherlands, and France). In 1970s 
Japan became a major investor until 1987. The sources of FDI shifted dramatically post 
1987 when the three leading investors (Europe, the US and Japan) were challenged by 
Asian NIEs. US investment grew rapidly in ASEAN in the 1970s though since then it 
has declined proportionally in some ASEAN countries (Chia, 1993).
2 The wild flying geese hypothesis is a transmission belt process in term o f manufacturing activities 
handed over from one level o f  economies to another below. This hypothesis is discussed in Chapter 4.
3 Vertical investment refers to integrative form o f FDI where MNCs regard plants overseas as part o f the 
global production chain instead o f the MNCs replicating plants in host countries to increase or replace 
production at lower cost.
4 These three countries, Vietnam, Laos and Myanmar now become new memebers o f ASEAN in addition 
to six original members (Indonesia, Thailand, Malaysia, Singapore, Phillipnes and Brunei)
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Table 3.1, which is based on the balance of payments, illustrates the pattern shift 
of FDI in the Asia Pacific region. This shift is characterised as following: First, there 
was a large increase in FDI inflows to China as suggested by Petri. But much of this
Table 3.1. Inward foreign direct investment in Asia Pacific, 1986-1994,
based on balance of payment, (US$ million, %).
Countries 1986 1988 1990 1992 1994
Indonesia (US$ million) 258 576 1,093 1,777 2,109
Per cent share of
United States 18.6 15.2 1.8 7.9 4.1
Europe 15.1 32.3 12.2 11.7 14.3
Japan 39.8 5.6 25.6 12.9 6.6
Asian NIEs 15.3 30.6 31.7 22.8 50.8
Hongkong 11.6 5.4 11.4 8.7 25.5
Korea 1.5 4.5 8.8 5.3 7.8
Taiwan 2.2 20.6 7.1 4.8 10.5
Singapore 12.3 5.4 3.0 4.0 7.0
Malaysia (US$ million) 489 768 2,302.5 5,183 4,348
Per cent share of
United States 3.2 11.0 3.2 4.0 10.6
Japan 6.9 25.1 23.9 21.5 15.0
Asian NIEs 4.2 24.0 41.8 - 44.3
Philippines (US$ mill) 78.2 936 530 228 1591
Per cent share of
United States 69.5 40.5 26.6 23.0 38.3
Japan 7.6 25.9 27.0 27.0 5.9
Asian NIEs 2.5 20.3 17.0 - 35.8
Thailand (US$ million) 261 1,081 2,444 2,116 640
Per cent share of
United States 17.2 10.8 13.6 22.0 20.3
Japan 58.2 48.7 33.7 27.9 39.7
Asian NIEs 26.8 22.5 26.2 - 20.0
Asian NIEs (US$ million) 2,134 4,558 7,620 3,780 8,206
United States 1,022 794 1,524 3,155 2,319
Japan 1,531 3,264 3,355 1,922 1,667
China (US$ million) 1,425 2,344 3,487 11,156 33,767
United States 174 98 30 50 2,491
Japan 226 296 349 1,070 2,075
Asian NIEs - - - - 24,959
Source: Chia Siouw Yue (1993), Asian Development Review, Vol 11 (1); JETRO, 1996; OECD, 
International Direct Investment Statistics Yearbook, 1995; and International Financial 
Statistics, IMF.
Notes: Data on NIEs and China are in US$ dollar rather than in percentage; - indicates not available
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sharp increase did not come from either Japan or the US, but largely from NIEs 
economies.Only a relatively small amount, about 13 percent, came from Japan and the 
US combined and about 74 percent came from NIEs in 1994.
Second, closely related to the first, there was a significant increase in FDI 
outflow from NIEs to ASEAN-4 countries in the late 1980s. As suggested by the flying 
geese hypothesis, the upsurge of NIEs investment to neighbouring economies is 
motivated by causes similar to those which had induced Japan to relocate its industry 
overseas. Third, there was a steady, though moderate, increase in FDI from Japan and 
the US to Asia, particularly to Asian NIEs and slightly to ASEAN. Inflows of FDI to 
NIEs increased significantly to more than USS 8 billion in 1994, with similarly 
increases in Indonesia and the Philippines, while for Thailand and Malaysia the inflows 
of FDI decline in 1994. The declining FDI flow into NIEs in the early 1990s seems to 
be temporary due to recession in developed countries and the burst of Japan’s bubble 
economy. Since then it has been overturned and has picked up again. The fall in 
Thailand is probably due to the infrastructure bottleneck that makes investors less 
interested in further investment. In the Philippines, FDI jumped quickly from its record 
low in 1992 after the economy improved and government achieved political stability 
during the last five years.
The above proposition is further confirmed if we examine the share of FDI 
composition based on source country origin in Table 3.1. Share of FDI from the US, 
Europe and Japan in Indonesia declined from 18.6 percent to 4.1 percent, 15 percent to 
14 percent, and 40 percent to 6.6 percent respectively in the years 1986 and 1994. This 
trend also prevails in other ASEAN-4 countries except in Thailand where it is quite 
stable. In Malaysia, FDI from Japan declined from 25 percent in 1988 to 15 percent in 
1994. Similarly, in Philippines and Thailand, Japan’s FDI decreased from 26 and 49 
percent in 1988 to 6 percent and 40 percent respectively in 1994. Surprisingly FDI from 
the US was relatively stable in these three countries during the period 1988-1994. This 
general decline was accompanied by two trends: (i) a rise of NIEs investment in almost
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all ASEAN countries (except Thailand where FDI is relatively stable in proportion but 
increases in absolute value). In Indonesia, for example, FDI from NIEs increased from 
15 percent in 1986 to more than 50 percent in 1994, except from Singapore where it 
remained relatively stable over the period,5 and (ii) a steady increase of FDI from Japan 
and US to NIEs. This proposition is further supported by data in Table 3.2 which is 
based on notification from the Ministry of Finance. In contrast to Table 3.1, it puts 
Japan’s FDI outflows to Asian NIEs as US$ 2,865 in 1994, higher than those to China.
Table 3.2 Trends in foreign direct investment of Japan, 1994 (US$ million).
Recipient 1992 1993 1994
A sia 6,425 6,637 9,699
NIEs 1,920 2,420 2,865
A SE A N -4 3,197 2,398 3,887
China 1,070 1,691 2,565
Source: JETRO White Paper on Foreign Direct Investment, 1996
The shift in trends, the rise of FDI from Asian NIEs to ASEAN and the stable 
FDI flows from the US and Japan to NIEs may reflect two things: First, the occurrence 
of economic structural and comparative advantage change in the Asia Pacific region. As 
US, Japanese and European firms moved from labor-intensive and low-value added 
industries, their FDI in these sectors also declined. In turn their position is replaced by 
the next-generation, Asian NIEs countries, which increased their FDI in manufacturing 
in ASEAN-4 recently. The inflow of investment from Asian NIEs into ASEAN-4 
jumped two to three-fold during the 1980s and early 1990s, and overtook Japan’s in 
1990. Investment increased three-fold in Indonesia, almost ten-fold in Malaysia and 13­
fold in the Philippines in the period 1986-1994.
5 Singapore's investment in Indonesia is seriously understated.This is because a large porportion of 
Singaporean FDI goes Batam special economic zone, which is part o f triangle growth area -Singapore, 
Batam (Indonesia), and Johor (Malaysia). Importantly this large investment is excluded from government 
reports.
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Second, there emerges recently a trend of network production activities among 
subsidiaries and their parent company in the region and the third country, usually 
industrialized countries, aiming to increase efficiency to meet local demand in the 
region as whole, to take advantage of low labor costs, and to facilitate information 
acquisation in the third country’s markets (JETRO, 1996). There is advantage to be 
gained from expanding production to the third markets through subsidiaries already 
existing in those markets rather than directly by the parent company because of 
familiarity and proximity to economies where the subsidiaries already function and 
where it plans to move in. JETRO (1996) conducted a survey in NIEs and ASEAN in 
1995 and found that most of Japan’s subsidiaries in Singapore and Hong Kong are 
already engaged in investing in the third countries, ASEAN and China. In Hong Kong, 
46.8 percent of Japanese subsidiaries and in Singapore another 42.9 percent stated that 
they were actually already involved in the third country investment. Further, many other 
firms in these two areas were considering third country investment in the future (35.1 % 
in Hongkong and 45.9 % in Singapore).
In the light of the flying geese and product life cycle 6 hypotheses, the upsurge 
of NIEs’ FDI in ASEAN-4 may be caused by a number of factors. First, the need to 
relocate labor-intensive and polluting industries to other low-wage labor countries as 
cost structure in their countries increases due to the rise labor wage and land costs. 
Second, the substantial currency appreciation as a result of strong pressure for 
revaluation renders labor-intensive industries less competitive in export markets. By 
early 1989, the New Taiwan dollar had appreciated by more than 40 percent over the 
1985 level, and the Korean won by more than 20 percent, in that period. Direct 
investment gave NIEs an opportunity to exploit the benefits of FDI given their expertise 
and experience in managerial and international transactions which accumulated during 
the high growth of their economies. This will give an ownership-specific advantage over
6 Product cycle hypothesis originated with Vernon (1966). Kojima (1978) later introduced catching-up 
product cycle, a modified version product cycle and flying geese hypotheses. This is discussed further in 
Chapter 4.
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domestic investors. Third, the need to secure and expand market access in the face of 
increased trade friction with the US and other European countries. This led the Asian 
NIEs countries to diversify their investment by investing not only in Asia but also in 
other OECD countries - a trend further encouraged by the market potential of rapid 
economic growth in the Asia Pacific region. Fourth, home as well as host government 
policies have also contributed to the upsurge in Asian NIEs’ investment in ASEAN. In 
August 1986 the Taiwanese government abolished the foreign exchange controls which 
made FDI much easier for Taiwanese investors. The South Korean government has also 
been active in encouraging Korean firms to invest in Southeast Asia, setting up a 
foreign investment consulting center, and in 1987, sending study missions to Indonesia 
to analyse the investment environment, provide information to prospective investors, 
and subsequently organised orientation meetings on investment in Indonesia (Thee, 
1991 p.58-61; Chia, 1993, p.84-86).
3.3 Inward foreign direct investment in Indonesia
Investment as capital formation is an important factor in economic development 
particularly in the early stages of development. Even a slight growth rate in income can 
only be sustained if societies are able to maintain investment and saving at a sizeable 
proportion to GDP. FDI plays an important role in Indonesian economic transformation, 
although its dollar value is not as great as that of domestic investment. Apart from the 
capital it provides to fill the gap between saving and investment, the value of foreign 
direct investment lies as much in the potential benefits it brings to host countries. The 
benefits of FDI include employment creation, transfer of technology, skill and know­
how, managerial capacity, and importantly the trade effects and access to world markets 
(Gillis, et al, 1992: p389-91).
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It is difficult to obtain reliable data on investment and FDI for Indonesia. 
Different sources of data may show different figures for the same type of data.7 Some 
problems can be identified. Data from Investment Coordinating Board (BKPM) 
excludes a huge amount of FDI in the oil and gas sector, financial, banking, and 
insurance sectors, so that the figure is considerably deflated. However, this data is also 
somewhat overestimated since it generally only refers to approved FDI, not the 
implementation of approved investment. As is well known, the actual investment is 
usually much less than intended investment. Considering that the official estimates and 
other surveys estimates the implementation of these approved investment to be about 50 
percent, the quality of data can make a big difference (See Appendix B for details of 
data explanation).
Over more than two decades, FDI inflow has risen dramatically from less than 
US$ 150 million in 1970 to more than US$ 23 billion in 1994 (Table 3.3). During the 
rehabilitation and recovery period, the new government quickly put an end to hostility 
toward foreign capital and adopted an open economic policy, resulting notably high 
inflows of FDI. But from 1975 until the mid 1980s, FDI inflows declined as the 
government adopted a restrictive policy toward foreign capital in the wake of the oil 
boom and in response to political instability exacerberated by student protest (called 
Malari) opposed to the growing significance of Japanese and Chinese role in the 
economy. In addition to that, the crises faced by the state-owned oil company 
(Pertamina) weakened the country’s credibility in that period, resulting in a sharp 
decrease of net capital inflows as the government was forced to pay a large amount of 
money to meet the company’s debt to foreign bank syndicates. In 1974 the net FDI 
inflows (based on balance of payments) fell to zero, although approved FDI remained 
high. In the following years capital inflow increased slightly due to the big Asahan 
Aluminium Project with Japan and the resumption of international confidence in the 
economy.
7 The main sources o f FDI data in Indonesia are Investment Coordinting Board (BKPM) and Central 
Bureau o f Statistics (BPS).
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Table 3.3 Approved domestic and foreign investment, excluding oil, 
insurance and banking sectors (US$ million, percentage)





Manufact Total | Ratio o f i Mfg to Total
1970 - - - 143.0 344.9 | 41.5 -
1971 - - - 249.1 426.1 | 58.5 -
1972 462.7 717.1 64.5 215.5 522.2 | 41.3 72.8
1973 828.9 1,464.1 56.6 4 7 L 7 655.4 72.0 44.7 \
1974 410.6 554.9 74.0 927.7 1,260.9 | 73.6 227.2
1975 480.5 604.6 79.5 1,156.8 1,745.3 1 66.3 288.7
1976 420.7 665.8 63.2 352.6 453.8 1 77.7 68 .2  :
1977 967.2 1,384.3 69.9 365.2 656.8 I 55.6 47.4 |
1978 1,201.5 1,723.1 69.7 287.6 484.3 ! 59.4 28.1 |
1979 806.1 1,105.1 72.9 1,497.6 1,993.5 | 75.1 180.4 j
1980 1,592.2 2,398.1 66.4 762.0 900.9 1 84.6 37.6
1981 3,696.4 4,536.6 81.5 831.5 1,059.5 j 78.5 23.3
1982 3,489.3 5,525.2 63.2 1,195.5 1,783.5 1 67 .0 32.3 :
1983 5,292.8 7,744.2 68.3 2,560.9 2,875.2 | 89.1 37.1
1984 1,400.2 2,046.9 68.4 1,001.7 1,107.1 j  90.5 54.1
1985 1,469.7 3,376.3 43.5 687.3 859.0 | 80.0 25.4
1986 1,436.4 3,443.6 41.7 536.7 826.2 j 65.0 23.9
1987 3,356.9 6,244.7 53.8 852.3 1,457.1 j 58.5 23.3
1988 5,782.1 8,848.5 65.3 3,828.0 4,434.5 i 86.3 50.1
1989 7,305.4 11,069.4 66.0 4,246.1 4,718.8 j  90.0 42.6
1990 22,174.7 32,493.2 68.2 5,646.9 8,750.1 j  64.5 26.9
1991 13,569.3 21,065.9 64.4 3,970.3 8,778.2 j 45.2 41.7
1992 9,375.5 14,418.5 65.0 5,639.3 10,292.0 j 54.8 71.4
1993 11,898.0 18,250.0 65.0 3,422.8 8,144.2 ! 42.0 44.6
1994 14,716.9 24 ,568 .5 59.9 18,738.8 23,724.3 1 78.9 9 6.6
1995* 8,190.7 13,763.4 59.5 19,997.9 27,224.4 j 73.5 197.8
Source: Indonesian Financial Statistics, Bank Indonesia (Various issues) and BKPM 
Notes : * Until July 1995 
- = not available
In the adjustment period 1982-86, FDI inflow again declined due to recession in 
the world economy, the end of the oil boom period and lack of appropriate policies to 
attract foreign investors. In this period the economy was severely weakened by external 
shocks and internal economic policy failure, which then gave an impetus to a massive 
policy shift in the mid 1980s. In 1987, during the recovery period, FDI started to 
increase again as the government gave strong incentives through deregulation and
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economic reforms. From this time onward the inflows of FDI have remained high 
except in 1993 when Japanese FDI declined a result of its bubble economy effect, world 
economic recession, and growing competition from China and Vietnam. However, in 
1994 and 1995 FDI inflows picked up again, increasing more than 190 percent in 1994 
as the economy recovered.
Although total FDI is generally slightly lower than domestic investment, by 
comparison FDI has provided a significant contribution to total investment. Excluding 
the extreme figures, the average ratio of FDI to domestic investment is more than 50 
percent. For some years, 1974, 1975, and 1979, the amount of FDI was greater than 
domestic investment. Toward 1990s, the trend of FDI in proportion to domestic 
investment is increasing except in 1993 due to the decline inf Japan’s FDI. This is in 
line with the upward trend of regional investment seeking efficiency and in the wake of 
capital alliances and regional strategic networking.
FDI and domestic investment is similarly composed with more than 65 percent 
of investment concentrated in manufacturing. This results from government policies 
which directed investment toward those sectors, as well as consequence of comparative 
advantage in those sectors. Chapter 7 will shed further light on this. However, in the 
1990s FDI has tended to concentrate in manufacturing production to a greater extent 
than has domestic investment.
Table 3.3 also reveals fluctuations in FDI over the period. This fluctuation, to 
some extent, appears to be related to the international macro economy and the domestic 
macro- and micro-economy. An example is the slow down of economies in OECD 
countries. In the early 1980s foreign investment approvals rose again as the economy 
grew rapidly and as a result of government encouragement of the backward integration 
of the economy (Hill, 1988). A big jump also occurred in the late 1980s because of 
currency devaluation in 1986, the third under the new-order government and the second 
during the period of declining oil prices. But the mid-1980s saw a decline in FDI due to 
recession in the domestic and world economies. In the early 1990s FDI rose again
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substantially after governments introduced more deregulation and relaxed many 
restrictions. In 1992 the ratio of approved FDI to domestic investment reached more 
than 70 percent.
3.4 Composition and source of foreign direct investment
In line with changes in the structure and factor endowment in the economy, the 
composition of FDI also changed, shifting from natural-based FDI toward labor 
intensive and other manufactured-based FDI. Table 3.4 shows the share of industries 
from 1980 (before economic liberalization) until 1995 (immediate and a decade after 
liberalisation). Of the total FDI, outside the oil and financial sectors, manufacturing 
dominated other sectors. Most of these FDI are found in labor intensive- and 
intermediate-products industries. The share of manufacturing increased significantly 
from just under 0.8 billion dollars in 1980 to almost US$ 19 billion in 1994, an increase 
of more than 2300 percent. Natural-based industries increased in nominal value but at 
much slower pace. For the service industry, some decreased in nominal amounts 
(transport and communication), while in others it increased sharply (electricity, gas and 
water industry).
Based on cumulative figures, the manufacturing sectors are dominant, attracting 
almost 69 percent of approved FDI during the period 1967-1995. Within manufacturing, 
chemicals and pharmacy are the leading areas (32.7 %), followed by paper (9.9 %), 
hotel, restaurant and trade (8.5 %), metal products (8 %), electricity, gas and water (6.5 
%), basic metals (5.6 %), and textiles industries (4.7 %). The share of the textile 
industry declined after its substantial role at the beginning of the 1990s. As industry 
moved forward following the shift in industry structure, textiles became less attractive 
and probably began to lose its comparative edge, while chemicals, as an intermediate 
industry became a leading industry. Apart from this, the sharp increase of FDI in the 
chemical industry was caused by government support through heavy protection, mainly 
tariffs. The reason for this was the strategic potential of this industry as it has forward
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linkage to down-stream industries and is mostly characterized by joint ventures with 
local companies. Its nominal FDI jumped sharply from less than US$ 2 billion in 1990 
to almost USS 8 billion in 1994 and further increased to more than US$ 16 billion in the 
first half of 1995. The sharp increase of FDI in this industry has induced a strong import 
growth of inputs and capital in these industries.
Table 3.4 Approved foreign investment projects by economic sectors,
(US$ million)
Cumulative: 1967-95*
E conom ic Sectors 1980 1987 1990 1994 1995* P rojects C apital %
Agriculture 21 133 192 730 994 321 5,783 3.0
Mining&Quarrying 0 0 116 0 0 120 5,102 4.2
Manufacturing l i i l i l i 852 liilil! 18,739 19,998 l l l l l i l 83,982 68.8
Foodstuff ......6 ...... ....5 4 ..... .....99..... 1,235 651 182 3,966 3.3
Textile 7 118 1,094 396 334 446 5,768 4.7
W ood product 0 45 218 68 175 156 1,081 0.9
Paper 25 109 730 5,120 819 68 12,056 9.9
Chemical & 
Pharmacy 338 iiilill 7,743 16,378 40,175 32.9
Non metal 
mineral 3 251 125 632 184 94 3,884
3.2
Basic Metal 65 iilliïllSilliliiî 2,082 llliiii 6,885
M etal products 244 57 460 1423 1239 ....6 7 2 ..... 9,760 8.0
Others 0 3 111:11111 40 ¡¡¡111 lll;I||li 407 0.3
Construction 122 42 77 77 168 173 995 0.8
Electricity, gas & 
water
- - - 2,397 2,794 iliiliiElil 7,898 6.5
Whole sale, Trade & 
Hotel
- 196 874 430 1,401 329 10,419 8.5
Transport & 
Communication - 213 803
145 1,360 62 2,995 2.5
Community, Social 
Service
- - 902 795 787 76 3,315 2.7
Other services 29 20 140 411 52 313 3,640 3.0
T o t a l 901 1,457 8,750 23,724 27,224 3,598 121,995 100.0
Sources: Indonesian Financial Statistics, Bank Indonesia; The Statistical Yearbook of Indonesia, BPS 
(various issues); and BKPM.
Notes: * until July 1995.
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In addition to the chemical industry, there is a continuing increase of investment 
in intermediate and resource-based products processing industries, such as metal and 
basic metal products. A Large increase of investment in this industry group may 
indicate that the economy is moving to intermediate and raw material processing 
industries as industry comparative advantage changes. The changing pattern of FDI may 
also reflect the policies adopted by government.
The economic transformation, inflows of FDI, and international trade have been 
major mechanisms linking the domestic economy with the rest of the regional 
economies. This has led the Indonesian economy to be more integrated with regional 
economies such as those of Asian NIEs and ASEAN. During the last two decades 
Indonesia has experienced a substantial increase of FDI and more recently the origin of 
FDI appears to have shifted from traditional investors such as the US, Europe and Japan 
toward neighbouring countries. Since late 1980s FDI inflows from Asian NIEs overtook 
FDI from Europe, Japan and America (Figure 3.1). This shift reflects the change in 
industrial structure and comparative advantage in regional countries.
Figure 3.1 Approved foreign direct investment 
from NIEs, Europe, Japan and America.
Source: Calculated from BKPM data
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Table 3.5 sheds further light on the sequential shift of FDI patterns in the 
Indonesian economy from the period of restrictive FDI policy to that of liberalization. 
At the beginning, the traditional investors Japan, American and Europe were dominant. 
Their FDI levels have remained relatively stable since the 1960s, in the sense that the 
amount of FDI did not fluctuate much over time until the late 1980s or early 1990s. 
Japanese FDI, however, has remained higher than that of other investors since the 
beginning and throughout the whole period. In the late 1980s NIEs emerged as 
important players as their economies grew rapidly, creating a need for them to relocate 
their production overseas as Japan had done earlier. NIEs’ FDI then increased sharply, 
after being relatively low compared to that of other investors. Thus, excluding Hong 
Kong, the share of NIEs in the beginning period was relatively small. The high share of 
NIEs during the beginning period is due to Hong Kong’s role. Hong Kong is considered 
a traditional investor since it has been in Indonesia since the late 1960s with a 
respectable amount of investment. This is probably due to the family connections of 
Chinese business overseas. The entry of other NIEs (particularly Korea and Taiwan) is a 
recent phenomenon in Indonesia, resulting from the need to relocate production as their 
comparative advantage weakened. Together with Hong Kong they made a significant 
contribution to the pool of Indonesian FDI in the early 1990s.
Table 3.5 Cummulative approved FDI (US$ million).
Country of j 
Origin i
1974-85 1986-92 1993-94
Japan j 4,815 6,238 2,399
Asian NIEs j 2,349 10,194 14,680
North America ! 1,494 2,825 1,554
Europe j 2,820 6,265 4,314
Source: Calculated from BKPM data
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Apart from structural change in the region’s industries and the need to relocate 
production, another cause of FDI outflows from NIEs is the need to achieve efficiency 
and the development of network and clustering production among MNCs in the region. 
Literature and surveys confirm that investment directed toward developing economies 
such as Malaysia, Thailand, Indonesia and Indo-China is actually FDI from Japanese, or 
to some extent American, subsidiaries located in NIEs (Hatch and Yamamura 1996; Itoh 
and Shibata, 1995). Because of the availability of skilled workers, NIEs have the 
potential to produce high-end products while other neighbouring developing economies 
produce low-end parts and components. Thus, although the nominal FDI of Japan and 
the US declined their role in regional production may still be significant.
If we look at cumulative figures, based on individual country in the period 1967­
1994, Japan can again be considered an important investor in Indonesia, followed by 
Hong Kong, United Kingdom and America (Table 3.6). It is worth commenting on this 
ranking. Previously UK’s FDI was lower than America’s and it was only in the early
Table 3.6 Cumulative FDI approval in Indonesia by rank, (US$ million, %).
Country of Origin 1967-1994 | Percentage
1 Japan 21449.7 | 22.6
2 Hongkong 14402.7 ! 15.2
3 UK 12037.7 1 12.7
4 US 8739.4 1 9 2
5 Taiwan 7578.5 \ 8.0
6 Singapore 7557.9 ! 7.9
7 Dutch 7339.1 ! 7.7
8 South Korea 5770.9 1 61
9 Germany 3566.8 1 3.8
10 Bahama 2859.7 ! 3.0
S ou rce: Calculated from BKPM data
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1990s that it surged to the top three when its FDI inflows increased significantly in 1992 
and 1994. Hong Kong, as previously discussed, has been a traditional investor in 
Indonesia.
This study will be focused on two significant investors: Japan and America. The 
reasons are as follows. Compared to other major investors in Indonesia since the late 
1960s, Japan and America have received much attention because they are dominant 
players in the world economy. Once the UK ceased to be a dominant player in the world 
economy, the US emerged as dominant. In the late 1970s Japan emerged to assert its 
significance. Social scientists discuss these two major powers from a different angle. In 
the field of economic too there has been discussion and debates because the two 
economies have been seen as having different features and characteristics. The debate 
then has been intense particularly when Professor Kojima (1978, 1990) proposed his 
widely-cited hypothesis.
3.5 Foreign direct investment policies
This section overviews the policies undertaken in relation to FDI. The policy 
toward FDI can be explained as a pendulum swinging, back and forth between periods 
of more or less restrictive policy in response to external and internal circumstances. This 
policy can be classified into three features: hostility from the beginning of independence 
until the early 1960s, restrictive policies from late 1970s until early 1980s and liberal 
regimes from 1967-1972 and after mid 1980s (Hill, 1990 b).
After independence, nationalist sentiment was high and resulted in successive 
rounds of expropriations of almost all foreign asset from 1957 to 1965, particularly 
companies belonging to the Dutch, the former colonialist. When new regime took 
control of government in 1966, the policies shifted and became more friendly toward 
foreign companies and the government even introduced a foreign investment
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(Investment Law 1967) law which was considered very liberal at that time. The 
government also adopted more liberal and relaxed policy regimes. The country offered 
the potentially lucrative protected domestic markets (import substitution policy). As a 
result, investment grew rapidly in the late 1960s until it slowed down in the mid 1970s. 
Thus, from this period until 1972 the policy was open and liberal, all foreign capital was 
welcome and strongly encouraged as the country needed capital to restore the damaged 
economy.
From the mid 1970s until the early 1980s there was an oil boom which brought 
windfall gains and revenues to the economy. International oil prices jumped in this 
period particularly during the oil embargo in 1973 and the oil crisis due to the Iran-Iraq 
war in 1979. Having plenty of revenue, the nationalist economic agenda reappeared, 
resulted in restrictive policy toward FDI. In response to dissatisfaction against the over­
presence of Japanese-dominated companies especially in the cities, the government 
introduced more restrictive regulations. Government announced restrictions on 
ownership of foreign companies and tightened the control of foreign capital. From the 
late 1970s until the mid 1980s, the foreign investment realisation was levelling off. 
Foreign investment approval picked up temporarily in 1975 because of the Asahan 
investment, but then investment approvals plummeted again after 1975 as the investor’s 
confidence went down. In this period oil revenue was still large enough to cover imports 
and development projects.
However, this good time only lasted only until the mid 1980s when the 
international oil price slumped. Faced with falling international oil prices, slow 
economic growth, rising foreign debt and Yen appreciation, the government were forced 
reform to reform the economy, shifting the policy course from an inward- to outward­
looking economy, more open to foreign capital and international trade. This is the 
beginning of no point of return; economy was liberalised and deregulated substantially 
in line with international market forces. Anti-trade bias and the distortions were 
removed steadily from the economy. The late 1980s witnessed the change in economic
Chapter 3 Patterns o f FDI 52
structure where oil and natural-based production were gradually replaced by 
manufactured-based production. Similarly, trade composition also shifted toward a 
similar trend. The result is the economy becomes more dependent on and integrated 
with international economy.
The new direction of economic policies adopted by government has led to 
increased exports and investment over the last decade which further stimulated the 
structural changes in economy. FDI has seen as a significant contributor to the export 
growth and economic recovery, particularly in the late 1980s (Hill, 1996). Unlike the 
earlier period, in the late mid 1980s FDI responded to the policy shift from import 
substitution to export promotion and subsequently began to engage in efficient and 
export-oriented production. In 1987 and 1988 sweeping changes to the investment 
regulatory regime were announced which generated strong investor interest
A series of policy measures to attract FDI have been taken by government. The 
most important among them are summarised by Development Committee, World Bank 
(1993), Hill (1996) and by this author by collecting from various sources. A brief 
chronology of major economic events is listed in Appendix A. The policy measures are 
as follows:
(i) Taxation: In 1983 the government implemented major tax reforms. A unified 
taxation system was adopted. Under the new tax system, the maximum tax rate was 
lowered from 45 percent to 35 percent and accelerated capital depreciation was allowed. 
With adoption of this system, the FDI will get benefits to offset the lifting of the tax 
holiday enjoyed by foreign investors since 1967, when the law onf foreign investment 
was implemented. These tax reforms were also aimed at increasing non-oil government 
revenue.
(ii) . Investment approval procedures: In 1985 the government reduced significantly 
the number of administrative requirements for investment approval. Various licenses 
from different ministries and local government were eliminated. In May 1989, further
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reduction of the negative list of closed investment sectors were made. In October 1993, 
the government announced further deregulations (called the October package) related to 
foreign trade, investment and ownership to encourage more foreign investors to invest 
their capital in Indonesia. In these new reforms, administrative procedures to get foreign 
investment approval were further simplified by allowing district authorities to process 
the investment application, cutting out the involvement of provincial authorities. 
Location permits are issued by regional authorities and the licensing projects are 
simplified in order to cut the period between application and approval (Pierre van der 
Eng, 1993). The government also simplified the investment licensing procedures and 
extended the one-stop service for foreign investment into regional boards of investment.
(iii) Trade: Foreign companies are allowed to export their own products as well as 
those manufactured by other companies. In November 1988, the government announced 
that they are also allowed to establish joint ventures with local partners to engage in 
distribution of goods in domestic markets. In October 1993, under the October package, 
the government further encouraged new foreign investments by allowing foreign 
companies in industrial and bonded zones to sell 25 percent of the value of their 
realised exports on domestic markets (Pierre van der Eng, 1993).
(iv) . Establishment of foreign banks: Financial sectors were firstly deregulated in 
1983 to some extent. In October 1988, the government opened the door for banking 
investment including foreign banking. This deregulation set the minimum capital of Rp 
10 billion or US$ 6 million to establish a new bank. Foreign banks could be established 
with a minimum of USS 30 million. Minimum reserve requirements were also reduced. 
This law led to the financial sector booming with the number of private commercial 
banks jumping from 63 in 1988 to 158 in 1993 and foreign joint-venture banks more 
than tripling from 11 in 1988 to 39 in 1993. Total bank funds grew by 378 percent (The 
Australian daily, 15 July 1994). In 1991 government allowed foreign banks to be 
opened in 7 big cities. Government also allowed foreign banks to form joint venture 
with local partners in these 7 big cities.
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(v) Ownership: In 1992 a further deregulations were implemented, overwriting the 
1967 foreign investment law, by allowing majority ownership by foreign investors. 
Under this deregulation FDI can be established with a minimum of 5 percent local 
shares. These shares should be increased up to 20 percent within a 10 year period. But 
foreign companies can be established with 100 percent capital owned by foreign 
investors provided that (i) the total capital is at least US$ 50 million, (ii) the companies 
are located in one of the least developed regions, or in bonded areas, and (iii) total 
products are for export. Under the condition that companies are labour intensive employ 
at least 50 people, and at least 65 percent of the product is for export, or it produces raw 
material/auxiliary material/semi processed goods/components to supply other industries, 
the minimum capital requirement for establishing foreign companies can be reduced 
from US$ 1 million to US$ 250,000. In previous times foreign investors were required 
to export all their production.
The ownership of foreign companies was further relaxed under the October 1993 
package which allowed foreign investors to start establishing companies with 100 
percent ownership and minimum capital of US$ 50 million with the provision that 
within 20 years they have to divest 51 percent of their shares to Indonesian 
shareholders. They can also establish initially 100 percent foreign-owned companies 
with minimum capital of only USS 2 million, rather than US $ 50 million, if the 
companies produce intermediate goods and components for other industries. Foreign 
companies are also allowed to divest of ownership by public floatation of their shares to 
eliminate the problem of finding a suitable or capable local partners (Pierre van der Eng, 
1993).
More recently, in June 1994, the minimum 5 percent requirement of local 
ownership was further extended to nine strategic-public sectors that used to be closed 
for foreign ownership: sea ports, electricity (production, transmission, and distribution), 
telecommunications, shipping, air transport, water services, railways, nuclear-powered 
energy and mass media. In the past, these sectors were only open to foreign investors up
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to 45 percent ownership, and the rest should be owned by local partners or state-owned 
companies. They are also called the negative-list of investment. These new regulations 
(called PP 20/1994) give a dramatic change in the direction of the ownership of the 
sensitive public sectors. This radical move has attracted an open discussion, pro and 
contra the future implications of particular government moves on local business and 
especially small business. At the later stage, President excluded mass media from this 
Act as many people fear the possible interference or fully control of mass media by 
foreign investors through acquisition in the future (Editor, 16 June and Tempo, June 
1994).
(vi) Legal Protection: In 1968, the government signed the agreement on the convention 
for settlement of investment disputes. Disputes arising from foreign investment can be 
referred to the International Centre for the Settlement on Investment Disputes (ICSID). 
Indonesia is also a founding member of MIGA (Multinational Investment Guarantee 
Agency) that guarantees non commercial risk for investors from member countries 
which invest their money in member countries.
(vii) Tariffs. Tariffs also play a significant role in encouraging FDI as there are many 
imports of goods or intermediate inputs which are needed in export-oriented industries. 
In October 1986 and January 1987, the government made a series of policies which 
eliminated or relaxed the control of imports, mainly input goods in industrial sectors 
such as iron, steel and basic metals (Pangestu, 1991). In June 1993, the government 
launched another package which deleted the non tariff barriers for imported goods. 
These reforms lowered 221 tariffs and 76 import surcharges, mainly in industrial 
sectors. The aim of these reforms is to enhance non-oil exports.
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3.6 Conclusions
FDI has been considered as an important major transmission mechanism for the 
introduction of technologies into developing countries and stimulating economic growth 
and trade. The wave of FDI inflows to Indonesia has been closely related to regional 
structural change in home countries, particularly the Asia Pacific and host countries as 
well. This may be understood as a catching-up product cycle or ‘flying geese5 pattern in 
which a successive development of imports, domestic production and exports takes 
place and is linked to the cycle of capital movement. A country ceases producing in a 
disadvantaged industry and invests the released capital in another industry or in the 
same industry in another country where it still remains competitive in that industry. The 
receiving country benefits since it can produce goods which it may not be otherwise 
possible to produce without FDI. Attractiveness of the host country is a crucial factor 
behind the FDI inflows to Indonesia, including production cost advantages, economic 
growth and market size, political stability and factor endowment.
These two forces, push factors from investing countries and pull factors from the 
macroeconomic situation in host country, are important elements contributing to the 
inflows of FDI. At a time when investing countries such as Japan and NIEs were 
adjusting their industrial structure, Indonesia was adopting an open economic policy and 
eliminating restrictions in trade and capital movement, after a period of restrictive 
policy lasting until the mid 1980s. This resulted in a sharp increase in FDI inflows 
during the last ten years. This change in pattern of FDI in the region indicates, firstly, 
change in economic structures and comparative advantage. Secondly, it reflects the 
emergence of networks of subsidiaries and Japan firms which Petri (1995) calls 
clustering of overseas production networks and which Hatch and Yamamura (1996) 
refer to as web of overseas production processes.
Most FDI goes to manufacturing industries, almost 70 percent of the total. This 
shift from non-manufacturing to manufacturing industries was significantly rapid. 
Within manufacturing, the composition of FDI has experienced a shift in focus from
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labor intensive industries to intermediate-product industries. The dominance of the 
textile industry was overthrown by chemical, paper, metal product, and basic metal 
industries. This shift may reflect both the change in an industry’s comparative 
advantage or government intervention through economic policy.
The traditional sources FDI are Japan, the US and Europe. As the NIEs matured 
economically, they needed to adjust their industry and relocate them elsewhere, as Japan 
did in the past when it relocated its industries to the NIEs. Indonesia is one of the major 
destinations for such relocation. Subsequently, FDI inflows from these economies 
increased sharply and recently even overtook the traditional investors. However, Japan 
and the US are still major investors, based on cumulative amount of FDI. This is 
because Japan and America have invested over a long period of time. Although their 
share has decreased relatively, the inflow of FDI from them is quite stable over the time 
period. In chapter 6 and 7 these two significant investors are discussed in more detail.
Attracting foreign investment is one of important policies to continue economic 
development. The government has taken some policy measures to attract foreign 
investment. Among the most important measures are introductions of various 
deregulations to ease the flows of foreign capital. International trade has also been 
deregulated by removing and relaxing many trade barriers, tariffs and non-tariff barriers. 
In response to these policy changes international trade and FDI increased substantially.
CHAPTER 4
REVIEW OF FOREIGN DIRECT INVESTMENT THEORIES 
AND EMPIRICAL FINDINGS
4.1 Introduction
The purpose of this chapter is to review some of the significant theories and 
hypotheses of FDI and to outline empirical research findings which have explored FDI 
in the context of the Indonesian economy. This chapter consist of two major parts: the 
first one reviews the main theories of the determinants of foreign direct investment 
(FDI). The second part surveys the empirical research related to the theories in the first 
part with the emphasis on developing countries and the Indonesian economy.
This chapter is organised as follows: section 2 discusses the economic 
motivations of firms undertaking FDI, section 3 considers those theories which are 
significant in the context of the Indonesian economy. These major theories are discussed 
under the framework of supply side. This is followed by the same analysis applied to the 
demand side in section 4 Section 5 discusses the tendency of FDI theories to converge. 
The benefits of FDI are reviewed briefly in section 6. The emphasis in this section is 
placed upon the benefits of FDI on trade to highlight the second objective of this study. 
Section 7 will provide the empirical findings related to the major theories. This section 
is focused on empirical studies in the NIEs and developing countries in Asia Pacific and 
Indonesia. And finally conclusions will be made in section 8.
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4.2 The motivations for foreign direct investment1
The overwhelming proportion of total investment, either in developed or 
developing countries, is undertaken by multinational corporations (MNCs) in the form 
of FDI. MNCs, like other producers, are economic entities which have a common 
principal objective, that is to pursue the interest of stakeholders1 2 as reflected in the rate 
of return on the capital they invest. It is the maximization of these profits in relation to 
the capital invested that becomes a driving force of modem business enterprises. This 
view, ‘neoclassical economics, ' asserts that any residual income earned by firms over 
and above opportunity cost will accrue to the owner of the firm in the form of profits. 
However, MNCs produce and supply output in a market which is far from being 
perfectly competitive. They face the imperfection of market conditions, thus the owners 
of the firms need not necessarily be constrained to maximize the rate of return to capital. 
As long as stakeholders earn above the opportunity cost of their capital, MNCs are free 
to pursue other objectives which range from maximizing the sale of the companies, 
increasing market share, or making risky investments and so forth. The introduction of 
risk and uncertainty into the factor and product markets adds a complication in 
evaluating the motivation of firms. In this circumstance it is difficult to evaluate the 
motives of firms without knowing the preference function of the stakeholders. In most 
of the studies of foreign investment, therefore, the motivations of firms engaging in that 
production are not explicitly mentioned. What is specified is the variables that are likely 
to affect or determine the behaviour of firms5 owners in pursuing their interest 
(profitability). It is also because of this contention that the international capital or the 
portfolio theories of FDI determinants are becoming less relevant.
Profit motives, or more appropriately, long-term profitability is already in built 
and is the main objective of firms5 owners in undertaking foreign production. If the 
Japanese Yen appreciates against the Indonesian Rupiah, for example, it should not be
1 This section is summarized from Dunning (1993 p.56).
2 Stakeholders include employees, managers, and shareholders.
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hypothesized that the appreciation of Yen will cause an increase in the flow of Japan’s 
FDI to Indonesia because it increases profits, rather it is better to examine how the 
exchange rates could affect the level of profits and if it does what is the nature of the 
relationship between exchange rates and the outflow of FDI from Japan to Indonesia 
(Dunning, 1993 p.56). Thus, all of the theories of FDI determinants to some degree will 
end up evaluating profit motivations of the firms’ owners.
4.3 Determinants of foreign direct investment: supply side hypotheses
Prior to the 1960s, there was no established theory of FDI and explanations of 
international production were based on theories of international capital movement, 
which were able to explain international portfolio investment but failed to consider the 
distinctive characteristics of FDI, namely the control aspect of FDI and the transfer of 
resources other than capital. The immediate post-World War II period saw an 
acceleration in the international movement of capital. It was in the late fifties and sixties 
that FDI experienced an enormous growth that encouraged economists to develop a 
comprehensive explanation for international production (Agarwal, 1980). Since then 
there emerged a great deal of literature on general theories of FDI as well as discussion 
on determinants of FDI. However, this chapter will not cover all of the theories; rather it 
will focus on those major theories relevant to the Indonesian economy.
Theories of international production have only been advanced since the early 
1970s and have moved in four main directions (Dunning, 1988, 1993). First, a macro­
economics approach to the activities of MNCs is taken by some economists who 
concentrate on why some countries engage in FDI. This approach was led by Kojima 
(1973 b, 1978). He used neoclassical model and explained the extent of the pattern of 
FDI which focussed on location-specific variables and why firms from a particular 
country have a different propensity to engage in trade and foreign production. Second, 
the industrial organisation approach focussed on identifying the firm-specific 
advantages that put firms in a better position to penetrate foreign markets, and were
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most likely able to explain patterns of FDI - why some firms are able to enter a foreign 
market while other foreign and indigenous firms are not. The pioneer of this work was 
Stephen Hymer (1976). The work of Caves (1971, 1974) has been extensive too and 
contributes to the understanding of this theory. Third, some economists address the 
behaviour of individual business enterprises as organizational hierarchies which are able 
to internalise the market for intermediate goods in cross-border transactions. This school 
of thought, which is called the internalization theory, is led by Rugman (1980, 1986), 
Casson (1987) and Buckley and Casson (1976, 1985), among others. Fourth, an 
approach taken by Dunning (and claiming to be an holistic approach) is the eclectic 
paradigm, integrating theories of foreign investment3 and trade and accommodating 
partial micro- and macro- theories of international production.
Although the eclectic paradigm framework tries to accommodate all theories 
regarding the activities of international production and cross-border economic activities, 
it is impossible, as admitted by Dunning (1993), to formulate one single theory that can 
explain all forms of foreign-owned production and trade. This is because there are a 
number of competing theories4 that explain FDI with varying degrees of power and 
none of them can explain every type of FDI. What it is possible to do is to find correct 
answers to particular questions, each of which may enhance understanding of the cross­
border organization of economic activities. In other words, what most the economists 
can reasonably do is formulate paradigms to provide an analytical framework for 
explaining the various kinds of foreign firms’ activities or theories to explain particular 
kinds of FDI. It is against this background that the following work will explore the topic 
of this thesis.
As FDI is motivated by a wide range of factors and to make the analysis easier, 
we choose to group the determinants of FDI into the supply side and demand side. 
Supply side includes the point of view of foreign investors who are going to invest in
3 Vernon (1966) firstly integrated theory o f FDI and trade in one single theory.
4 Therefore, here, theory can be treated as hypothesis, and die term theory and hypothesis are used 
interchangably in this and the following chapters.
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host countries and the factors that attract them to invest overseas. Demand side includes 
the host country's point of view; why they need FDI and the way they attract or facilitate 
the flows of FDI to their countries. Even though the focus of this study will be on the 
supply side rather than demand side, in order to put this study in perspective, we will 
review briefly the demand side of foreign capital, by looking at the ‘attitudes ’ of the 
government and of domestic capital toward foreign capital, and the investment climate 
of a host country, also called ‘pull factors, ’ all of which may be considered as demand- 
driven for FDI.
After reviewing the literature, we found that there were a sizeable number of 
studies available devoted to the determinants of FDI, among them Knickerbocker 
(1973), Hymer (1976), Kojima (1973, 1978, 1995), Vernon (1966, 1979), Rugman 
(1986), Yoshihara (1994), Ozawa (1979, 1992), Caves (1971), Dunning (1979, 1988, 
1993, 1994) and many others which present theories of FDI determinants. However, we 
will focus our discussion on the following theories: (i) product life cycle and flying 
geese (ii) Ozawa’s hypothesis (iii) Kojima’s, and (iv) Dunning’s eclectic paradigm. 
These hypotheses are thought to be more relevant for the Indonesian case for reasons 
that will be explained later in this chapter. Chapter 5 will provide more justification for 
the selection of these theories in this study.
4.3.1 Product cycle. The theory of product cycles was first put forward by Vernon 
(1966), who took as his starting point the integration of two activities, trade and foreign 
production, in one single theory, treating trade and investment as part of the same 
process of exploiting foreign markets. He attempted to integrate the firm-specific 
advantages theory with the theory of international trade. Because technological 
innovation is a firm specific advantage, the differentials in possession of these assets 
gives rise to comparative advantages among firms in different locations. This 
differential eventually will influence the pattern of investment and trade among different 
countries.
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The production life cycle model assumed an imperfect market, and it comprises 
three stages. The first stage is when the product is new and produced by innovating 
firms in their home country - an advanced and high-income country. At this stage 
efficient coordination between R&D and the production unit is crucial. As long as the 
technology to produce the product is not yet standardized, production will remain in the 
country of origin where the supply of suitably-skilled labour needed for the production 
process is easy to get. In addition to the transportation cost consideration, firms need an 
easy and effective means of communication between the producers and the market 
(consumers and suppliers, or even competitors) concerning the specification of inputs 
and products that are likely to be most successful. At this initial stage the originating 
firms enjoy an easy access to the major markets. Since the price elasticity of demand is 
still comparatively low, the firms will also enjoy a monopolistic position in the market.
In the second stage the production technology becomes more standardized and 
the need for flexibility declines. After achieving a certain standardized production 
technology the firms could consider the possibility of mass-producing the product to 
achieve economies of scale. If the product has a high income elasticity of demand, 
demand will begin to grow in relatively advanced countries and exports will take place. 
Once the market expands to the second countries, new possibilities for setting up a local 
production facilities will open up. This will depend on the marginal production cost plus 
transportation cost of the goods exported and the average cost of prospective production 
in the export-market countries. If the first is higher than the second the firms cannot 
avoid an investment in that market.
In the third stage more firms enter the market as the product has already become 
standardized and the technology is not exclusively in the hands of the initial innovator. 
Other firms enter the market and imitate the product. As more firms enter the market the 
competition among the firms becomes more intense and demand more price elastic. The 
firms realize the need to improve productivity and lower costs. If the producer is an 
international firm with subsidiaries in different locations the production cost differences
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will usually be due to differences in scale and labour costs. When economies of scale 
have already been fully exploited, the main difference between any two locations is 
likely to be labour costs. Accordingly the less-developed countries may offer 
competitive advantages as a production location. The firm may be virtually obliged to 
relocate production to the low-cost countries or face the prospect of the competitor 
relocating and stealing the market. If the labour cost differences are large enough to 
offset transportation costs, then exporting the finished product back to the originating 
country may become a possibility as well. Thus, according to the product cycle theory 
the move overseas is motivated by lower production costs but prompted initially by a 
desire to pre-empt the competitor from capturing the market.
The threat from competitors could come from the export markets or from home 
country. It could appear in various forms once a large-scale export business has been 
established. Local entrepreneurs in the countries that are the target of this export activity 
become restive at the opportunities they are missing. Local concerns may include 
balance of trade accounts, employment, and ways and means of replacing imports. 
Trade barrier will most likely be introduced by the local government and could induce 
firms to set up subsidiaries in the export market. An international investment by the 
exporter, therefore, becomes a prudent means of forestalling the loss of market share or 
pre-empting the competitors. Other threats could come from the originating-country 
producers who also see themselves as losing position relative to the exporting firm 
because the market share is taken. However, once the investment is made by the initial 
investor it will galvanize other major producers in the originating country to follow suit 
and will be seen as a further threat to the status quo.
Some economists consider the product cycle as a variant of industrial 
organisation theory because it has a feature of specific advantage, that is the innovation 
which is embedded in the firm’s assets and gives firms which own that innovation a 
monopolistic position (at least temporarily). It attempt to integrate the firm specific 
advantage theory with the theory of international trade. Even though this specific
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advantage is specific to location (for example the US has the required human assets to 
build the innovation and is close to the home markets), in the latter stage it is possible to 
transfer to other locations with minimal costs. Although it may not be appropriate in 
explaining resource-based FDI, it is more likely to provide an explaination for 
manufacturing FDI which took place in the beginning of the 1980s. It further reveals 
that this advantage can be used as a tool in the oligopolistic strategy of firms. An 
oligopolistic firm needs to maintain its position in the markets.
In line with this, Knickerbocker (1973) then argues that FDI is a result of 
oligopolistic reaction to other oligopolistic action, a hypothesis that was called 
oligopolistic reactions. In order to maintain its competitiveness an oligopolistic firm 
will try to counter any advantages that other oligopolistic firms gain from their overseas 
investment. The hypothesis does not explain why a firm make a first move to invest 
abroad, it only postulates that the firm behaves defensively against other firms. 
Secondly, it does not explain why some firms have been engaged heavily in foreign 
investment while others have not.
Knickerbocker considered his hypothesis as part of the product cycle hypothesis. 
Under the first stage of the product-cycle model, firms are engaged in product- 
innovation activities, i.e., the development and mass production of goods. Over the 
years these firms that focus their energy on products in the early stages of their life cycle 
acquire technological and organisational advantages and capabilities that can put them 
in an oligopolistic position. In the third stage, when the goods become standardized and 
technology is stable, the innovating firms will lose their competitiveness. With their 
exports in jeopardy, the alternative of investing abroad becomes a potentially attractive 
one. However, because all firms face the same situation, firms that do not take the 
opportunity will likely lose their market share abroad and will not be able to exploit 
their technological and organizational advantages. Therefore if the innovating firm does 
not match the FDI of its leading rivals, it runs the risk that it might not be able to exploit 
fully its core capabilities in foreign countries. Since all firms are oligopolistic in
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structure, a risk-minimising strategy is feasible, a strategy that guarantees that the costs 
of perpetuating the oligopolistic equilibrium would be about the same to all rivals in the 
industry. A product-cycle model provides a rationale for why product-innovating firms 
aggressively pursue foreign expansion and oligopolistic reaction provides a rationale for 
why these firms, once caught up in the expansion process, defensively counter the 
moves of competitors to preserve the balance of competitive capabilities in the industry.
What sort of product is the most likely candidate to be produced in third 
countries? According to the Hechscher-Ohlin theorem, exportation from less-developed 
countries tends to be concentrated on labor-intensive products. Standardized products fit 
this category as they require less sophisticated inputs such as skilled labour, spare parts, 
reliable suppliers and so on, but require more labour inputs. If we look at foreign trade 
patterns we learn that the attractiveness of less-developed countries as the locus for 
production of standardized products gains more support. However, the trade pattern of 
these less-developed countries is not clearly elaborated by Vernon. Most of the products 
were presumably for domestic consumption as import substitution. At the time his paper 
was published there were no cases of export-based investment as exists today.
Ozawa (1979) extended the cycle of this hypothesis in his discussion related to 
Japan’s case by exploring segments untouched by the original innovators. Japanese 
industries have been, for the most part, an interceptor of Western technologies, 
particularly after the war, rather than an innovator. As an interceptor or the follower, 
Japan developed her advantages in the mature stage of the cycle by creating her own 
specific characteristics different from the innovators. According to Ozawa, at first Japan 
developed these advantages in her own markets when labour costs were still relatively 
low. It was standard production costs such as labour costs, not the innovative costs of 
R&D, that were of importance to followers. In the course of establishing trade 
competitiveness the follower accumulates valuable experiences in producing new 
products in a relatively labour-abundant environment. Over time they may therefore be 
willing to move to more labour-abundant third countries when their cost advantages at
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home decline. While the original innovator’s advantage is the effective use of 
production factors most intensively employed in the initial stage of the product cycle 
(capital intensive environment), the follower’s advantage is the use of factors 
intensively used in the later stage (mainly labour). Taking this point into consideration, 
this modified product cycle hypothesis is quite relevant to the case of Japanese FDI. In 
the first stage Japan’s industries developed their advantage at home when the country 
was still in a relative labour-abundant environment, then when that advantage declined 
they started shifting their production first to export markets, such as Korea, Taiwan and 
Hong Kong, which also have proximity to Japan, in terms of both geography and 
culture. In the final stage the production base shifted further to third countries in the 
Southeast Asian region. Ozawa (1992) further refined his hypothesis by relating it to the 
stages of Japan’s economic structural change over time. In essence his hypothesis lent 
support to Kojima’s hypothesis as it will be discussed in section 4.3.2.
Closely related to product life cycle is the flying geese hypothesis, proposed by 
Akamatsu and extended by Okita (1986). Kojima (1973a, 1978, 1995) further extended 
this hypothesis and called it the catching-up product cycle hypothesis. Kojima claimed 
that the two hypotheses are different in respect to industrial structural effects of FDI. 
Product life cycle is an innovation-initiated product with minor effects on the industrial 
structure in the host country because it begins with the effort to imitate a new and better 
product that is already being produced in the home country with the help of FDI and 
technology from the investor. The flying geese hypothesis, on the other hand, involves 
three processes: productivity improvement, upgrading the industrial structure and the 
spread o f  investment frontier as illustrated in Figure 4.1. Firstly, as product cycle, it 
begins with the introduction of new products in the host country, usually through 
imports or imitation, or as Ozawa called it an interception of Western technology 
imports (tj). Different from that of product cycle hypothesis, this is continued by a 
productivity improvement process applied to that product. After demand reaches a 
certain threshold, domestic production becomes economically viable (t2) and after
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production continues for a while, exports to the third country become feasible (t3) 
because efficiency improves as a result of learning by doing, technology improvement, 
capital deepening and exploitation of economic scale. At the same time import begins to 
decline. The key element is an increase in the capital-labour ratio as a result of the FDI 
package.5
Figure 4.1a Vernon’s product life cycle
Figure 4.1b Catching-up product cycle
Q u a n t i t y  o f  d o m e s t i c  
d e m a n d ,  p r o d u c t i o n ,  
e x p o r t  a n d  i m p o r t
Source: Kojima (1973a)
5 Capital is defined as not only physical but includes human capital (management, skilled labor, 
scientists, etc.).
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Secondly, there is a process of upgrading the industrial structure as a result of change of 
factor endowment. This implies that over time the share of capital- and knowledge­
intensive activities increases. Thirdly, there is a process in which the investment frontier 
spreads to neighboring economies .
Kojima then relates this process to the pattern of comparative advantage of the 
host economy with respect to the other countries. Comparative advantage status of 
industries will change gradually over time in response to the changes of factor 
endowment. Thus, a development strategy which emphasises industries that are 
comparatively advantaged will be a pro-trade oriented development, and trade oriented 
FDI is consistent with such strategy. Japanese FDI, according to Kojima, is pro-trade 
oriented as Japanese investors move overseas those industries that are comparatively 
disadvantaged at home and comparatively advantaged in host countries. He then called 
Japan’s FDI pro-oriented while other FDI based on ownership advantages can be seen as 
anti-trade FDI. In the following section we will review this comparative advantage 
theory of FDI, and see in the later section how these theories may converge over time.
The scope of the product cycle model has been widened by Vernon (1974) so 
that it takes into account not only labour costs but also other factor costs and is 
applicable to the FDI of all developed countries, not only to the original investing 
country (the US). Hirsch (1976) further generalised the product cycle and specified the 
conditions which influence a firms' choice to serve a foreign market through exports or 
investment. These conditions were further elaborated by Agmon and Hirsch (1979) 
where they made a distinction between developed and developing countries. Their 
model compares the cost of two alternative policies for a multinational firm corporation 
(MNC) located in an advanced country A and seeking to service less-developed country 
B either through exports or to set up a subsidiary. Manufacturing in country B, and thus 
F D I, will be the preferred solution, when the following conditions are met:
(4.1) Pb + C ( P a + m
(4.2) Pb + C ( Pb + K
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where Pa and P]j are unit production costs in countries A and B, respectively, C is the 
cost of running and controlling foreign operations. It relates to the costs incurred in 
managing and coordinating an internationally decentralized organisation, and 
consequently can be investment inhibiting.
K  is the investment which would have to be made to acquire the know-how 
necessary to produce and market the goods which the firm seeks to market in country B. 
It is firm specific know-how and other intangible income-producing assets acquired, for 
example, as a result of past investments in advertising and other promotional outlays, 
which enables the firm to create distinct and differentiated products. K  can also be 
managerial or marketing skill. Unlike tangible assets, K  is neither depleted nor 
amortized as a result of use. It can be transferred between different units of production. 
In a sense, therefore, K  is characteristic of public goods. Like tangible assets, K  is 
subject to obsolescence as competitors catch up through their own investments in K. 
The yield of K  then will fall. Therefore it has to be renewed through fresh investments, 
if  it is not to be wiped out. To the owner K  represents a sunk cost, but to the rivals it is a 
real cost. If  they want to acquire similar assets, they have to invest resources to create it 
or they can create it under licensing agreement or through other ways. Possession of K, 
while constituting a barrier to potential rivals, gives temporary monopoly power to the 
owner.
m is the excess of international over domestic marketing costs, m will be positive 
because marketing costs in a foreign market will be much more expensive than 
marketing costs in the domestic market. The firm has to deal with an unfamiliar 
environment. Travel, packaging, shipping, financial transactions, insurance, and other 
costs are usually higher when international transactions are involved, m is assumed to be 
positively related to K. The more K  intensive the product, the more expensive it is to 
transfer across national boundaries. A standardized and matured product has universally 
established specification and therefore can be sold mainly on the basis of prices and
Chapter 4 Review o f FDI theory 71
requires minimal marketing efforts. Since m concerns the costs of moving the goods, it 
is therefore trade inhibiting.
The interpretation of equations 1 and 2 above is that investment will take place if 
the relevant market can be supplied more cheaply by production on location than by 
imports from the investor’s home country, and that the foreign investor is more efficient 
than actual or potential domestic competitors.
4.3.2 Ozawa hypothesis. Ozawa’s (1992) hypothesis supports the hypothesis of 
Kojima. Basically it is an extension of the comparative advantage theory. He contends 
that the outflow of Japanese investment has been an integral part of its industrial 
restructuring at home and, in fact, a crucial instrument for industrial upgrading in the 
Asian region; hence the path of Japanese overseas investment has been functionally 
related to the path of industrial structural changes at home.
Since the end of World War II, Japan’s industrial structure has gone through 
continuous changes, a process that can be divided into four sequential stages of trade- 
dependent industrialization; and for industries, each stage is closely related to the phases 
of the industrial restructuring of Japan. The first stage industries, as Ozawa defines them 
involves the expansion of labour-intensive manufacturing in textiles, and other low- 
wage goods. These industries may be identified as the 4Heckscher-Ohlin industries' 
(1950 to the mid-1960s). The second stage industries involve scale economy-based 
modernization of heavy and chemical industries such as steel, aluminium, ship-building, 
petrochemical, and synthetic fibres. In the phase of industrial restructuring, industries 
are identified as 4non-differentiated Smithian industries' (the late 1950s to the early 
1970s). The third stage industries involve the assembly-based, sub-contracting- 
dependent, mass production of consumer durables, such as automobiles and 
electric/electronics goods; and can be identified as 4differentiated Smithian industries' 
(the late 1960s to the early 1990s). And the fourth stage industries comprise the 
mechatronic-based flexible manufacturing of highly differentiated goods, involving the 
application of computer-aided designing (CAD), computer-aided engineering (CAE),
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computer aided manufacturing (CAM) such as new materials, fine chemical and more 
advanced micro-chips. These industries are identified as the ‘Schumpeterian industries' 
(the early 1980s onwards). Japan has so far fully completed the three phases of 
industrial metamorphoses and is currently in the midst of its fourth stage.
Ozawa emphasizes that Japan’s overseas investment has shown a similar pattern 
to the process of industrial development, and so far three major distinct patterns have 
emerged in a sequential manner, each reflecting the nature of its corresponding 
industrial activity at home. These overseas investment or FDI stages are identified, 
respectively, as (i) the ‘elementary’ stage of off-shore production, (ii) the ‘Ricardo 
Hicksian trap’ stage of transnationalism, and (iii) the ‘export-substituting-cum-surplus- 
recycling’ stage of global operations. Each of industrial stage is followed by an overseas 
investment stage. In other words, overseas investment phases are associated with their 
respective industrial phases at home. The transition from one into another has certainly 
not been clear-cut but has overlapped in phasing in and phasing out. Each overseas 
investment stage is explained below.
Phase I. The ‘elementary stage o f offshore production.
This was the first phase of post-war economic development, built on the expansion of 
labour-intensive manufacturing. The growth of industries during this period caused the 
sharp increase in wage rates and a shortage of workers. As the Heckscher-Ohlin theory 
predicted, Japan began to experience an ever-tightening labour market in the mid 1960s, 
with wages rising in an economy specializing in labour-intensive products .
In response to labour shortages and wage hikes, Japanese manufacturers began 
to relocate the production of standardized, low-technology, labour-intensive goods to 
neighbouring low-wage and labor-abundant countries such as Taiwan, South Korea, 
Hong Kong and other Asian economies. The first wave of Japanese investment reached 
its peak in the early 1970s. Then the sudden emergence of Taiwan and South Korea as 
Asian new investors in countries such as Indonesia, Malaysia, the Philippines and other 
Asian countries indicates that they are now in the position of restructuring their
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industries, and they are in the 4 elementary stage o f  offshore production’, as Japan had 
experienced before them.
Phase II. ‘The Ricardo-Hicksian trap9 stage o f transnationalism
The second surge of Japan’s foreign direct investment was caused by a phenomenal 
growth of heavy and chemical industries in the spatially constrained island economy. 
Basically Japan lacks of natural resources but its industrial sector is dominated more by 
resource-intensive industries than countries which are rich in natural resources. There 
are three reasons why Japan needed to relocate these industries overseas. First, 
development of heavy and chemical industries was based on scale economies, and 
Japanese industry became heavily dependent on exports to reduce production costs by 
increasing output. This quickly caused friction with trading partners. The high capital 
labour ratio required in expanding these industries also led to wage rises and a 
weakening of the labour-intensive sectors. Second, these industries also generated 
undesirable environmental externalities such as heavy pollution, congestion, and other 
ecological destruction. More importantly, land shortage occurred as industries needed 
more industrial space. Japan experienced the world’s highest density of industrial 
activities measured in terms of GNP per unit of land. Third, the irrevocable scarcity of 
land (the Ricardo-Hicksian theory) would, in the end, constrain the pace of economic 
growth. Such resource constraints, caused this industry to experience the 4trap o f  
Ricardo-Hicksian industrialism.’ Consequently Japan had to escape from this trap by 
way of overseas investment.
At almost the same time the Ministry of International Trade and Industry (MITI) 
in 1971 launched a plan to restructure Japan’s industries toward less resource­
consuming, more pollution-free, and knowledge-intensive industries. Conventional 
heavy and chemical industries began to recede as the 4sunset’ industries and R&D 
intensive, assembly-based, higher-value added goods such as electronics and 
automobiles became 4sunrise’ industries.
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Phase III. ‘The export-substituting-cum-surplus-recycling’ stage multinationalism
The phase III of Japanese industrial development was based on assembly operations and 
backed by an efficient system of sub-contracting. The exporters of this phase, like their 
predeessors, were soon confronted by a rising protectionism in overseas markets, 
especially in the US and Europe where Japanese exports were readily accepted. The 
Japanese response to this threat was to replace exports with local production, while 
striving to diversify its industries into new growth industries. The net result of this 
strategy has been a rise of Japanese manufacturing investment in automobiles, electronic 
goods and other knowledge-intensive industries. Such investement was directed largely 
into the US, whose large internal economy provided an economically justifiable basis 
for local assembly, and Europe as the prospect for a unified large economic entity 
emerged.
It is interesting to note that in the first and second stage, Japanese investment 
went to Taiwan, Korea, Hong Kong and other Asian economies, while in the third stage 
they shifted to the US and Europe and Asian NIEs6. This may support the ‘product 
cycle hypothesis’ that initially in the third stage, overseas investment goes to economies 
which have some proximity to the home economies. Japanese FDI moved to the US and 
Europe, whose economies have some similarities with the Japanese economy (high 
income). This overseas investment is also assisted by the externalities of recycling its 
huge surpluses created out of domestic saving and net exports.
In short, the three waves of Japanese overseas investment have been generated 
by industrial metamorphosis at home. Since Japan’s overseas FDI is a function of 
changes of industrial structure at home, then one can expect that the pattern of industrial 
structural changes in the host countries will follow the home country’s. In the meantime 
the phase IV  industrial upgrading is in process. Manufacturing activities are shifting 
rapidly into a more refined form of flexible automation with the aid from computers 
(CAD, CAE and CAM).
6 Japan’s knowledge-intensive FDI also goes to Asian NIEs, as these economies begin to show 
similarities with Japan in terms o f factor endowment.
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4.3.3 Kojima’s hypothesis. Most theories of FDI are based on cases of firms domiciled 
in the United States, since the development of these theories mostly originated from and 
were developed by economists from the US. As FDI from Japan becomes significant in 
the Asia Pacific, the theories of FDI related to Japan’s economy also emerged. Among 
the pioneers of this school of thought is Kojima who departed from the position taken 
by the majority of FDI economists. The purpose of this section is to elaborate on this 
hypothesis and assess its suitability in explaining Japan’s FDI in Indonesia.
Kojima (1978) elaborated his theoretical exposition based on the well-known 
Heckscher-Ohlin theorem. He divided Japanese FDI into four major types: resource- 
oriented, labour-oriented, market-oriented and oligopolistic investment. He argued that 
each type has a different motivation and impact on trade and on the host country 
economy. Resource-oriented investment was undertaken in order to facilitate the 
production of natural resource products which the home country lacked. This type of 
investment generated trade since the home country’s lack of comparative advantage 
created a desire to secure the supply of that product from the host country. The 
investment increases exports of primary products from the host country to the home or 
third country. The host country might receive small benefits if the MNC operates in a 
monopolistic way, for example, by integrating production and marketing in one firm.
Labour-oriented investment is undertaken in labour-intensive industries in which 
the home country has lost its comparative advantages due to rising labour costs, but in 
which the host country has not. Such investment complements less developed countries 
which have a scarcity of capital but an abundance of labour. Thus, it helps the 
international division of labour and encourages trade between labour-scarce and labour 
abundant countries. If the investment is aimed at establishing an export-based 
production rather than import substitution, it increases exports of labour-intensive goods 
either to the third countries or back to home countries.
Market-oriented investment is direct investments aimed at overcoming trade 
barriers in the host country. This type of investment creates trade but is usually one
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sided. It increases imports of parts, components and other capital goods from the home 
country. Since the original purpose is to encourage the production of imported goods, 
FDI induced by this type of protection rarely leads to an increase in exports from the 
host country. It could be detrimental to the host country if the foreign firm can sell the 
products above the world market price.
The last type of investment described in Kojima’s theory is oligopolistic FDI. It 
is similar to that postulated by Hymer (1976), in the sense that it commands the 
oligopolistic position in the market because of the existence of firm specific advantages. 
This type of investment is anti-trade creating in two ways. First from the point of the 
view of the home country, the transfer of production sites to a foreign country reduces 
exports and will probably lead to increased imports from subsidiaries to replace the 
goods previously produced domestically. It could adversely affect employment if the 
freed human resources are not able to find other employment. As a result of higher 
imports and lower exports the balance of payments could be worsened as well. Second, 
from the point of view of the host country, the demand for inputs of skilled labour and 
foreign exchange for the new industries tends to restrict the availability of these inputs 
for local industries in which the host country has a comparative advantage.
Kojima argues that American FDI is mainly in a fourth type of investment. It 
occurrs mainly in products which involve high expenditure in R&D and advertising as a 
result of a highly oligopolistic position commanded in the markets. By contrast 
Japanese investment is mostly in the first three types of investment. He argues that 
Japanese FDI in Southeast Asian in the 1960s and 1970s was concentrated in labour­
intensive industries such as textiles, iron and steel, and agriculture. These industries 
were traditionally where Japanese and other developed countries lost their comparative 
advantages. Japanese investments were thus complementary to the factor endowment of 
developing countries, and tended to encourage trade, promote international division of 
labour and assist industrialization in developing countries.
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The basis of Kojima’s hypothesis can be stated as follows: FDI should originate 
in the investing country’s comparatively disadvantaged industries, which are 
comparatively advantaged or potentially comparatively advantaged in the host country. 
This is called ‘the principle o f  complementing comparative advantage patterns’ 
(Kojima 1990). Kojima calls that FDI following this principle trade-oriented FDI or 
pro-trade FD I as opposed to anti-trade FD I which does not follow the above principle. 
He further claimed that Japan’s FDI is pro-trade while America’s is anti-trade.
Following its publication Kojima’s theory was criticized from two sides. First, 
some economists disagreed with his view on the determinants of Japanese investment 
and his emphasis on comparative advantages. Second, others disputed the welfare 
implications of Kojima’s model, particularly that Japanese investment was trade 
creating, promoted international division of labour, and complemented development, 
while America’s was the opposite (Pongpaichit, 1990). Sekiguchi and Krause (1980) 
pointed out that the Japanese pattern of investment merely reflected the stage of its 
economic development, as well as that of other Asian countries, at that particular period 
of time. As Japan moves up the technological ladder and becomes more like the US, 
Japan would invest more in capital intensive and innovative products, and Japanese 
investment would be more like that of the US. As the difference between the Japanese 
and US motivation for overseas investment merely reflects their different stages of 
industrial maturity, between the early and the later phase, it is only a matter of time 
before change takes place.
Several writers suggest Japanese investment in ASEAN in the 1980s had 
similarities to the American style as described by the organizational theorists. As 
Japanese firms faced strong competition from Asian NIEs (particularly in electronic 
products), Japanese investment displayed many oligopolistic characteristics similar to 
those of American firms. Japanese firms became as adept as American firms at 
developing brand names and product differentiation in order to reap oligopolistic 
advantages (Pongpaichit, 1990). In sum, what these views suggest is that the firm
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specific advantages would be more important in decision making regarding overseas 
investment than any other factors.
Thee (1984) argued that Kojima’s hypothesis was not strongly supported by the 
Indonesian case, since the bulk of Japanese investment until the 1980s was concentrated 
in import substitution rather than being of the export-oriented type. But this is not very 
surprising since the Indonesian government had pursued an import-substitution policy in 
developing its industrialisation. Until the mid 1980s government had been consistently 
following the import substitution pattern by imposing high tariffs on almost all 
commodities. Even though Japanese investments in labour-intensive industries were 
quite high, the primary motive was to serve the domestic market after imports of 
finished products were banned or before the potentially large Indonesian markets were 
pre-empted by competitors.
The case was different after the mid 1980s when the government abandoned the 
import-substitution industrialisation policy to adopt new trade-oriented industrialisation. 
Accordingly, in the final analysis, however, the path taken by the government (import­
substitution or trade oriented industrialisation) will determine whether or not Japanese 
investment in Indonesia is trade creating. Thee (1991) later revised his argument in his 
paper that the recent investment from Japan and Asian NIEs was more trade oriented 
(export oriented) in Kojima’s sense than was Japanese investment in the 1970s and early 
1980s, and in this respect resembled more closely the ‘Japanese type’ of FDI as 
described by Kojima. This may be due largely to the fact that differences in trade 
regimes among various East and Southeast Asian countries had an important bearing on 
the market orientation of foreign and domestic investors alike. The strong anti-export 
bias of Indonesian highly protectionist trade regimes during the 1970 and early 1980s 
can explain why Indonesian data on the export performance of Japanese investment 
during this period provided little support for Kojima’s hypothesis (Hill, 1988 p. 63 and 
1990b). The predominantly labour-intensive and export-oriented nature of NIEs 
investment is likely to offer better support for the Kojima hypothesis. Thee further
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contended that Kojima hypothesis might be more applicable to recent Asian NIEs and 
ASEAN investment in Indonesia than to Japanese investment during the 1970s.
In response to the severe critiques, Kojima (1995) argued that his hypothesis 
regarding Japanese-style FDI is still consistent with the current expansion of Japanese 
FDI. Without denying that the pattern of Japan’s FDI outflows have converged to some 
extent either in North America or Asian economies, Kojima contended that the pattern 
of Japan’s FDI is closely related to changes in industrial share. The rapid increase of 
Japan’s FDI in the US during the last 15 years was apparently caused by the rapid 
increase in service FDI which was very volatile during and after Japan’s bubble 
economy, while the growth of manufacturing FDI is relatively stable even though it is 
slightly higher in the US than in Asian economies. The pronounced fluctuations of 
Japan’s FDI in the world in the late 1980s and early 1990s, which are primarily due to 
fluctuations in services FDI, particularly in North America, makes the issue of whether 
Japan’s FDI resembles America’s FDI irrelevant. This is because we are dealing with 
different types of FDI which traditional theories are not able to explain. Kojima argues 
that traditional theories of FDI concentrate on explaining international production as 
opposed to international servicing. What we have seen is the rapid increase in service 
FDI and that is also highly concentrated in North America. In addition to that, service 
FDI is similar to natural resource FDI in the sense that location of investment is 
determined, in large part, by location specifics. Resource FDI is determined by where 
the resources are found and service FDI is determined by where the services are 
consumed. The location of manufacturing FDI is, however, mainly determined by 
general factors that closely relate to the nature of comparative advantage pattern. In 
contrast to service FDI, the growth of manufacturing FDI is much more stable. 
Although manufacturing FDI grew slightly higher in North America than Asia, this 
rapid growth was motivated, to a great extent, by the desire to overcome protectionist 
measures imposed by the US government, such as the anti-dumping dispute mechanism
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and voluntary export restraints (VER). Another factor is Yen appreciation which is 
particilarly important in the period after 1985.
In defence of his hypothesis, Kojima further explained: that the industrial 
structure in Asian economies has converged toward a balanced industrial structure 
where Japan’s FDI in labour intensive areas tended to decline, while FDI in capital 
intensive areas, such as intermediate goods and machinery, tended to rise. However, this 
convergence of industrial share FDI is closely related to the change of factor endowment 
in the host countries. In other words the increase of Japan’s capital intensive FDI is 
followed by an increase in the capital-labour ratio in the economy, in turn followed by a 
change of industrial structure. Kojima then concludes that Japan’s FDI has contributed 
to the upgrading of the industrial structure of the host country.
4.3.4 Dunning’s eclectic paradigm. It shoud be noted that this paradigm is based on 
theories developed by other economists, notably industrial organisation, internalisation 
and locational theories. Dunning integrates these theories in an unified paradigm.
The central tenet of this paradigm is the notion of firm-specific or ownership- 
specific advantages of firms. It was Stephen Hymer (1976), the pioneer of this idea who 
further demonstrated in his dissertation that the central motive for foreign direct 
investment was the firm’s desire to control foreign operations. In this theory, the key 
determinants of FDI are the firm  specific assets. MNCs which possess these advantages 
found they could realize better profits by direct investment rather than by licensing 
ventures. These advantages could be of various kinds: exclusive possession of 
intangible assets such as managerial skills and superior technology; R&D or information 
and other infrastructure available to a multinational firm’s network.
Hymer (1976), who based his hypothesis on industrial organization theory, had 
attracted many economists and began to take up further issues more rigorously. Caves 
(1971, 1981), Casson (1979) and Rugman (1980, 1986) were among those who had 
written extensively on FDI. They argued that the possession of technological advantages
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is not a sufficient condition for direct investment to take place. The presence of market 
imperfection is an important additional factor which ensures that firms could exploit 
their firm specific assets. For MNCs, markets for some intermediate goods (such as 
capital and imported raw materials) and key inputs (such as human capital, and 
management expertise) are imperfect, which may arise from uncertainty, the existence 
of barriers to entry, price controls, imperfect information, and government control of 
some inputs. Because markets are imperfect, MNCs are prompted to create their own 
market by linking or internalising various intermediate activities through vertical or 
horizontal integration to capitalise the markets. The benefits of this integration include 
avoidance of time lags, reduced uncertainty, minimisation of the impact of 
government intervention and the ability to use discriminatory prices. Other benefits 
are the ability to create barriers to entry by controlling input sources.
The idea of internalisation of national cross-border transactions led to the 
formulation of an internalisation theory. This theory was further refined by, among 
others, Rugman (1980) and Buckley and Casson (1985). They reason that MNCs 
internalise many activities and avoid transactions through market mechanisms. So 
internalisation arises because of the existence of intangible assets that belong to these 
firms for which the markets are imperfect. By contrast, in an external market, 
transactions will be based on a criterion of prices and prices will be fixed by 
negotiation or determined by supply and demand forces. Thus, firms will engage in 
FDI whenever they perceive the benefits of integrating the domestic and foreign 
activities through FDI, and transactions arising from them exceed those offered by 
external mechanisms (Dunning, 1993). It is obvious that MNCs by-pass markets for 
intermediate goods through the processes of FDI. The desire of firms to retain the 
exclusive rights to use the innovation they invented appears to be more dominant. The 
longer the innovation can be used exclusively the greater the monopoly rents to be 
earned (Dunning, 1980).
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In a further extension of the these theories, Dunning has made a significant 
contribution to this field by integrating location and ownership-specific variables with 
internalisation variables to present a holistic theory of MNCs’ activities in what he 
calls an eclectic approach. The eclectic approach, later called the eclectic paradigm 
or OLI theorem (each letter stands for each term of advantages), principally explains 
that MNCs undertake FDI based on three conditions (Dunning, 1980, 1981, 1993):
(i) The extent to which it possesses ownership-specific (O) advantages vis a vis firms 
of other nationalities in serving particular markets. These O advantages refer to 
the privileged possession of tangible and intangible assets such as capital, patent, 
knowledge-based technology or information, an organisational system, access to 
intermediate or final goods markets, as well as those arising as a result of the 
common governance of cross-border activities.
(ii) Assuming condition (i) is satisfied, the extent to which the enterprise perceives it 
to be in its best interest to add value to its O advantages (to use them itself) 
rather than to sell them to foreign firms. These advantages are called market 
internalisation (I) advantages. They may reflect either the greater organisational 
efficiency of hierarchies or their ability to exercise monopoly power over the 
assets under their governance.
(iii) Assuming conditions (i) and (ii) are satisfied, the extent to which the global 
interests of the enterprise are served by creating, or utilising, its O advantages in 
a foreign location. These advantages are called the locational (L) advantages of 
the countries. The distribution of these resources and capabilities are assumed to 
be uneven and hence, depending on their distribution, will confer an L advantage 
on the countries possessing them over those who do not.
To engage in international production, a firm must possess certain economic 
advantages over its competitors or potential competitors to compensate for the 
disadvantages they have vis a vis local firms. MNCs operating in a foreign country are 
faced with certain costs which local firms do not face. These costs arise from cultural
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differences, difficulties in understanding local markets, environment and local rules, 
problems with bureaucracy and so on. To overcome these advantages, MNCs must have 
countervailing advantages over rivals. By having specific exclusive advantages, MNCs 
will have a temporarily monopoly power in the markets. These advantages are 
transferable across the national boundaries without any costs or with only minimal 
costs. They have the characteristics of public goods. The possession of ownership 
advantages will determine which firms will supply the relevant foreign markets. The 
ownership advantages can be divided into two; first is asset advantages (Oa) as 
explained in industrial organisation theory, and second, transportation cost minimization 
(Ot) advantages, that is the ability of a firm to coordinate multiple and geographically 
dispersed value-added activities and to capture the gains of risk diversification.
Once a firm has an exclusive right of ownership-specific advantages (O), it has 
various options regarding how to capitalise on them; it can sell or lease them through 
market mechanisms or use them itself through internalisation (I) in exploiting foreign 
markets. The route it chooses, will depend on whether it can capitalise the O advantages 
according to their optimum prices. Since the markets fail to capture the full benefits of 
these (O) advantages, a firm has a strong incentive to internalise them and thus gain 
maximum benefits. Through internalisation a firm can avoid the disadvantages and at 
the same time capitalize on the imperfections of the markets.
The last strand of the eclectic paradigm is locational advantages (L) of either 
home or foreign countries. L advantages are related to O advantages as they may be 
specific to a particular location in their origin or use, but available to all firms. These L 
advantages include Ricardian type endowment, cultural, political and social resources 
specific to a particular country. In exploiting foreign markets, the pattern of L 
advantages will determine whether a firm will supply that market by exports or by 
setting up local production through FDI. For some kinds of trade, between developed 
and developing countries, it is not necessary for an exporting country to have O 
advantages over its competitiors in the importing country. For example, low wage-based
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exports are based more on L advantages than O advantages of the exporting country. 
When these L advantages favour the importing country, then foreign production will 
usually take place and replace trade.
The eclectic paradigm divides FDI into four types: (i) Natural resource seeking, 
this can be physical and human resources (either supply of cheap production factors or 
technological capabilities which are embodied in highly trained skilled labour), (ii) 
Market seeking which can be further divided into domestic markets and adjacent or 
regional markets, (iii) Efficiency seeking, intended to exploit economies of 
specialisation and scope. This type consists of two sub-types; the first is to exploit and 
take advantage of differences of cost and availability of factor endowment across 
borders (product specialisation), and the second kind of efficiency seeking is that which 
takes advantage of economies of scale and scope, and of differences in consumer tastes 
(process specialisation). This usually takes place in countries with similar income level 
and similar economic structures, (iv) Strategic asset seeking, intended to advance 
regional or global strategy and to promote long-term objectives, especially that of 
advancing international competitiveness.
Strategic asset seeking has become an important type of FDI in the last decade 
and will be more important in the near future as many economic activities become 
globalized, precipitated by the technology and political changes that have been so 
dramatic over the last decade or so. In the light of globalisation of the economy, the 
world economy is entering a new phase of market-based capitalism; the concept that 
resources and wealth-creating institutions are largely independent each other, and that 
individual enterprises are best able to advance their economic objectives by competition 
rather than cooperation has been challenged. Hierarchical capitalism,7 which dominated 
the world economy during the last decade, is also under scrutiny and gradually is 
overcast by new waves of alliance capitalism. Alliance capitalism is characterized by
7 Hierarchical capitalism is charaterized by, firstly, heavy internalization o f management and firm 
activities to achieve prosperity and secondly, facing market failure, the primary reaction o f firms is to 
internalize the market rather than to co-operate in order to reduce market failure.
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the significant imminence of both cooperation and competition in the production 
organisation and transactions of multinational enterprises. In contrast to hierarchical 
capitalism, where cooperation is a symptom of market failure, alliance capitalism views 
cooperation and collaboration among firms as means of reducing endemic market 
failure. This phenomenon in turn carries implications for the eclectic paradigm.
In the light of these dramatic changes, Dunning also reviews his eclectic 
paradigm, moulding it to suit the new changes in the world economy.8 The O advantage 
needs to take into account the costs and benefits arising from strategic alliances among 
firms. The obvious impact of inter-firm alliance will be additional avenues for firms to 
acquire and build up O advantages. The idea that firms internalise cross-border or inter­
firm transactions to reduce the costs associated with them also needs to be broadened 
and revised, as inter-firm alliance rather than hierarchical alliance is likely to reduce 
market failure. A successful example is the keiretsu type alliance among Japanese 
companies which can overcome market failure in intermediate product transactions.
Dunning claimed that all types of foreign production (FDI) by all countries can 
be generally explained by reference to the above conditions, although the propensity of 
firms of a particular nationality to invest will vary according to the economic factors of 
that particular country, the range and types of products they intend to produce, and their 
underlying management and organizational strategies. In sum this theory accommodates 
the industrial organization, internalisation and the trade and location theory.
James Markusen (1991) further elaborates the theory of multinational 
enterprises. He supports the eclectic theory of Dunning and emphasis more on the firm- 
specific asset9 as the important determinant of multinationality. Knowledge-based 
assets contribute to the rise of MNCs through multiplant economies of scale. MNCs 
gain benefits from exploiting this asset while host countries also benefit since they do
8 See Dunning (1997) for details o f  this matter, especially chapter 3.
9 Firm-specific advantage is knowledge-based assets or proprietary assets o f the firm embodied in such 
thing as the human capital o f  the employee, patent, copy right, trade mark or even intangible assets such 
as management know-how or the reputation o f the firm (Markusen, 1991).
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not have to make the costly investment necessary to develop that capital. Markusen 
argues that the majority of MNCs are characterised by a high degree of R&D 
expenditure as percentage of sales, a high degree of marketing expenditure as 
percentage of sales, and a high ratio of white collar workers to blue collar workers. 
There two reasons why this knowledge-based asset is an important determinant of FDI; 
(i) it can be transferred easily back and forth across countries at a relatively low cost, (ii) 
it often has jointless or public-good characteristics, that is, it can be supplied to 
additional plants at relatively low cost. The total cost of producing a new product is the 
marginal cost times output, plus any relevant fixed cost (plant specific costs and firm 
specific costs). Firm specific costs represent knowledge-based capital. Thus, MNCs can 
expand additional plants through FDI by only incurring plant specific costs (physical 
capital) while firm specific costs can be shared without or with a very low cost. In the 
absence of MNCs, if host firms want to produce a new product, they have to incur both 
plant specific and firm specific costs which most of the time will deter them from 
entering the market to produce that new product.
More formally Markusen set out the following model which elaborates under 
what conditions MNCs will undertake overseas production to service foreign markets 
rather than export, or under what conditions they will undertake both overseas 
production and export, or even not servicing the foreign market at all. Home country 
MNCs will undertake exporting or FDI i f  profits from domestic production and 
repatriated profit from foreign production are greater than autarky profits, or
(Rm + R) - Ram > 0
where RM denotes profits on domestic production, evaluated at free-trade equilibrium; 
R, repatriated profits from foreign production; and RAM, profits on domestic production 
at autarky prices, but evaluated at free-trade prices. Since the firm specific cost is 
relatively constant irrespective of the expansion of production capacity, the average cost 
of production will decrease as production increases. Therefore the home country will be
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better off by either expanding domestic production and exporting or by undertaking 
FDI.
The choice between servicing foreign markets through FDI or exporting will 
partly depend on the policy choice adopted by the host country. If marginal costs at 
home and abroad are the same and constant and the price the firm can charge in the host 
country exceeds the net price it receives from exporting, then the firm will only 
undertake FDI. The costs will include the transaction costs related to the imperfection of 
the market. If the price the firm can charge in the host country is the same or less than 
the net price it receives from exports, then MNCs will be better off by only exporting. 
The two prices (host price and exporting price) could differ because the host country 
imposes a tariff, for example. The tariff will increase the prices in the host country and 
in this case the firm will be better off by undertaking FDI rather than exporting.
Similarly if the cross-border transaction costs associated with market 
imperfection are greater than those if the markets are perfect, then firms will be better 
off to internalise the markets. As said earlier ownership advantages are not a sufficient 
condition to set up foreign production. There must be imperfection in the market 
concerned. The imperfection of the market will require the firm to internalise the 
transaction costs associated with these firm specific assets. The more the firm could 
accumulate the firm specific advantages, the greater would be the benefits it could 
realize from directly marketing the product. In addition, internalization also gives the 
firm a tool to maintain a monopoly position over its rivals. Thus internalization is two- 
edged sword; it can compensate for natural market failure and it can provide a powerful 
tool in the strategy of an oligopolist.
4.4 Determinants of Foreign Direct Investment: Demand side hypotheses10
Most of the theoretical and empirical works on foreign investment have focused 
closely on supply motivations. These motivations can be grouped into two categories:
10 This section draw mostly upon the works o f Ponpaichit (1990).
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first ‘push factors', that is, factors that induce firms to invest overseas. Second, ‘pull 
factors’, which attract foreign firms to invest in a particular country. Push factors 
entirely analyse foreign investment from the supply angle. Pull factors, also called the 
‘investment climate’, include conditions within host countries in the analysis but tend to 
be interpreted from the viewpoint of the investor countries. Pull factors, however, could 
be interpreted as resulting from the existence of demand for foreign capital (<demand- 
driven factors). Yet, these factors which make host countries attractive to foreign 
investors could be different from those factors which determine the demand for foreign 
investment from the host country’s side, even though to some extent they converge and 
overlap as regards the variables used. Pull factors are those that make a particular 
country attractive to foreign investment and to some extent these factors exist because 
they are needed, and thus must be produced.
In considering the demand for foreign investment, we have to look at two major 
actors in the economy: the domestic entrepreneur and the host government. We need to 
know what they want out of foreign capital. In this respect the interaction between 
domestic capital and government on the one hand and foreign capital on the other is 
very important. In this study the focus will be on the factors that shape the behaviour 
and attitudes of the domestic government and domestic capital toward foreign capital. 
Pongpaichit (1990) proposed that the demand for foreign investment may be postulated 
as a function of several variables. Firstly, there must be utilities or satisfaction that the 
host government can obtain from foreign investment. For example, contribution to 
balance of payments (increase of capital inflow or of export as a result of investment), 
national economic growth, transfer of technology, and employment generation. These 
contributions can enhance other utilities that the government is keen to obtain, namely 
the political stability which is required for the survival of the regime. Secondly, the 
utilities and satisfaction that domestic capital can get from foreign capital. Domestic 
capital can build cooperation through joint ventures, for example. Through this venture, 
domestic capital could obtain benefits in terms of access to international markets and
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transfer of management skills and technology. The prospective utilities that can be 
derived from foreign capital will affect and shape the attitudes of the government and 
domestic capital toward foreign capital. If the government believes that foreign capital 
is a threat to its own position, a threat to state capital or a potential focus of political 
tension, it will change its position on foreign capital by controlling and restricting the 
inflow of foreign capital or probably even by prohibiting all foreign capital. Like the 
government, on the negative side, domestic capital may see foreign capital as a threat 
because of a perveived increase of competition in the same product markets and 
increased competition for scarce resources of manpower. The following section will 
review the factors that may affect (i) the attitudes and strategies of the government or 
the states, and (ii) the attitudes and strategies of domestic capital, and will then discuss 
briefly the pull factors or investment climate which may be considered as demand- 
driven. The explanation and examples given will be focused more on the case of 
Indonesia, rather than on general cases.
4.4.1 The attitudes and strategies of government There are three main factors that 
determine government attitudes toward foreign capital: first, the government’s 
assessment of the impact of foreign capital on the country’s economy as a whole; 
second, the government’s own economic interests, namely 4state capital \  and third, its 
assessment of the impact of foreign investment on the political balance of 4domestic 
capital.’n
In order to maintain itself in power the state must ensure that the economy is 
growing at reasonable rate. Economic growth will ensure a flow of revenue, which can 
be used for defence, economic and social development, and for satisfying the demands 
of its power base. The attitudes of government toward the FDI then will be affected by 
its analysis of the extent to which foreign capital can promote economic growth, 
enhance the flow of revenue, and foster the stability of the regime. 1
11 State capital refers to enterprises or investment where government has an equity participation, 
domestic capital refers to enterprises or investment owned by nationals o f the country.
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The demand for foreign capital is also shaped by one other major factor: the 
existence of a large state capital sector. The state capital interest plays an important part 
in shaping the attitudes of government toward FDI, taking an active role in capital 
accumulation through state-own enterprises or joint ventures between public and private 
enterprises. Like domestic or private capital, state capital can view foreign capital as a 
threat or as a source of strength, depending on the circumstances. Through its 
bureaucratic power, state capital can influence government policy on foreign capital in 
favour of state capital. In Indonesia the role of state capital has been and is still quite 
significant even though its percentage share of total capital accumulation is declining 
recently. The role of state enterprises in Indonesia is clearly stipulated in the country’s 
constitution as an economic entity to guarantee the supply of mass-dependent goods 
such as public utilities. Together with another two entities: cooperative and private 
enterprises, it is important in fostering economic development.
During the 1960s through the mid 1980s, state capital was largely against the 
inflow of foreign capital which it viewed as a potential threat to its own position. 
Although it cotrolled huge assets state the capital sector did not feel strong enough to 
challenge and bargain with foreign capital. This is because almost all of state capital 
was inefficient and aimed to capture domestic markets and hence lacked those 
capabilities needed to compete with foreign capital. In 1957 under the Guided 
Democracy of Soekamo regime, Dutch capital was expropriated, and in the next seven 
years most other foreign firms came under government control. After 1957 industrial 
development stagnated even though some foreign capital still entered the country, 
mainly from socialist countries such as the Soviet Union (Hill, 1988). When the new 
order government took power, the Foreign Investment Law of 1967 was introduced, and 
some nationalized firms were returned to the previous owners, Americans, Dutch and 
others, but a substantial number of firms were still under government control. In 
addition, 80 percent o f the bank loans remained under government control, and until 
1988, the banking sector was closed to new foreign investment.
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The new government began to recognize that state capital was not successful in 
developing efficient and competitive industries. Instead, it created a burden for the 
government in terms of inefficiency, high cost economy, and the balance of payments 
problem. The government began to admit foreign capital and relaxed some restrictions 
on foreign investment. Foreign capital was allowed in areas where it offered no serious 
threat to the interests o f the state capital or to those favoured enterprises which are run 
by allies of the government. Resistance to foreign capital was obvious when popular 
protests against the rise o f Japanese investment occurred in 1974. In response, 
government obliged new foreign investment to reduce its equity share to 80 percent and 
to reduce further to 49 percent within ten years. Later this restriction was relaxed even 
though state capital was kept dominant, but more room was allow for foreign capital.
The government’s attitude toward foreign capital was also affected by its 
assessment of the impact of foreign capital on the interests which support the 
maintenance of its power. The state must be sensitive toward different social groups 
which provide it with a base of support. This factor is important for democratic as well 
as non-democratic governments. For military regimes this factor becomes important as 
the continuation of its power depends on the support of small factions of ruling elite 
groups. Such regimes have to assess carefully the impact of foreign capital on the 
balance of power among the factions. The important one among these groups is 
domestic capital which is able to lobby the government in its favour. During the last ten 
years the role of domestic capital in the economy has grown substantially and hence its 
power to shape the government policies also increased significantly through lobbying.
In trying to achieve its objectives, the government often face constraints on its 
policy options because the interests o f state capital, domestic capital, and the state itself 
are in conflict. For example, during import-substitution industrialization, the state 
wanted to have a liberal economic framework to promote efficiency and higher growth 
but domestic capital interests which were heavily protected by the state certainly wanted 
to have tighter control over the inflow of foreign capital. Indonesia has a negative list of
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investment areas which are closed to foreign capital, intended to protect the interests of 
the general public. It is argued, however, that in practice this list is more likely to 
facilitate political favouritism in the award of business opportunities. In other words 
allowing foreign capital may threaten local enterprises because they will be exposed to 
competition from foreign firms.
However, after government launched its deregulation package in the mid 1980s 
which was aimed at removing restrictions on trade, investment and other economic 
activities, domestic capital also changed its strategies in facing the new challenge of a 
more competitive environment by engaging in cooperation with foreign capital in terms 
of joint ventures. The following section will elaborate the role of domestic capital in 
shaping economic policies directed toward foreign capital.
4.4.2 The attitudes and strategies of domestic capital. The interdependence between 
domestic and state capital shapes the attitudes of domestic capital. Most domestic 
capital engages in government-awarded contracts, government-related business or 
projects and depends greatly on links with government and state capital. State-owned 
and domestic enterprises often collaborate in business deals. Contracts awarded to state 
enterprises are often sub-contracted back to domestic enterprises. Declining numbers of 
government contracts have a direct impact on domestic capital.
As explained in chapter 2, the mid 1980s saw changes in economic policies, 
particularly on trade and foreign capital. Many restrictions on trade and foreign capital 
were abolished and replaced by more flexible regulations. The policies which relied 
heavily on state capital and protected domestic capital were proven to be ineffective in 
promoting sustainable economic development. To escape from these problems there was 
a need to shift from closed industrial development (import substitution) to an open 
industrial development (trade oriented). At the same time the state needed new sources 
of capital to finance the new industrial development and to facilitate continued
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economic growth and revenue generation. In these circumstances, government attitudes 
toward foreign capital needed to be revised.
The changes of government attitude toward foreign capital had left domestic 
capital no option but to change its strategy toward foreign capital. First, domestic 
capital now must be more independent in pursuing its interests, since the government 
and state capital were now facing their own difficulties, and starting to change their 
strategies regarding foreign capital. There were fewer government contracts than there 
used to be and profitability in joint public-private projects also declined. Major domestic 
capital began working with foreign capital, particularly with Japan multinationals, and 
this trend was taken up soon after by other domestic capital. Second, the success of 
companies which had already formed joint-ventures with foreign firms acted as 
demonstration effects for other firms. Most of the joint-venture firms performed better 
as they could gain access to external markets available to foreign home capital.
Like the government, domestic capital also viewed foreign capital from its own 
interests. It welcomed foreign capital only up to the point where the domestic capital 
interests were threatened. Domestic capital will seek protection from the government if 
this threshold is overstepped by foreign capital. There are two factors which determine 
domestic capital’s attitudes toward foreign capital. First, its estimate of the relative 
strength of domestic capital versus foreign capital. Domestic firms will likely accept 
cooperation with foreign firms if they have bargaining power over foreign firms. This 
circumstance will guarantee that domestic capital gets a fair share in its dealings. 
Second, its estimate o f the extent to which domestic capital will benefit from foreign 
capital. Even though domestic firms can exert power over foreign firms, domestic firms 
will not engage in alliance with foreign firms if domestic firms can not foresee the 
benefit o f such cooperation (Pongpaichit, 1990). These benefits could include access to 
technology, firm-specific assets of foreign firms and access to external markets.
Even though the government changed its policies to adopt a more open 
economy, domestic capital still received some protection from free competition with
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foreign capital, because most domestic capital during the 1980s was still small and 
rather weak. The government encouraged domestic capital to cooperate with foreign 
capital in joint ventures and at the same time set the rules of ownership limitation for 
foreign capital. Not until 1992 did the government allow 100 percent ownership of 
foreign investment, once domestic capital was considered strong enough to compete 
with foreign enterprises. Nevertheless, domestic capital still received more favourable 
terms, particularly the big enterprises, which had forged a closed relationship with the 
government. They have been able to influence the government in shaping the 
regulations and policies in their favour through their lobby power. Two decades ago 
domestic firms were very small and almost nonexistent, but now some of them are 
among the biggest enterprises in ASEAN and even in Asian region. According to the 
World Bank12, the sales of the 15 biggest groups of enterprises represented 34.9 
percent of the total Indonesian GDP in 1990. Economic policies are, to some extent, 
now not free from the influence of the large firms and their economic power.
The aforementioned factors, which determined the attitudes of local government 
and domestic capital, give utility and satisfaction to the government and domestic 
capital. In the case of normal goods, the demand is derived from utility maximization of 
the consumer which could be observed through the consumer’s preferences. These 
preferences are constrained by external factors which compel consumers to choose 
goods within their command. The most dominant external factors are obviously the 
price of the goods and the income of consumers. In undertaking an analysis of demand 
for FDI, external constraints are more difficult to postulate than the case for those 
normal goods. Income and prices constraints may not be relevant in this matter. Hence, 
in this study we can only look at the constraints that will hinder the flow of FDI, that is 
the factors that discourage the flow of FDI. This is similar to saying the factors that can 
attract FDI flows. Because government and domestic capital need FDI but do not have 
direct command on it, they must create conditions that are favourable for FDI and hence
12 As quotted by SWA, an Indonesian economic magazine, March 1995.
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attract it. These condition are called pull factors; they are demand-driven and are the 
result of economic and political interaction among government, domestic capital and the 
general public. The following section will discuss two major pull factors that attract FDI 
to Indonesia: political stability and incentives.
4.4.3 Pull factors. Under this heading, there are two hypotheses which will be 
discussed: political stability and the incentives hypothesis. Firstly, as political stability 
is likely to be a factor that could attract the flow of FDI, thus one would expect the two 
variables to be positively related. However, empirical evidence produces mixed results. 
Some survey reports have concluded that political stability has a positive effect on FDI 
inflow while other studies have come out against this hypothesis. In the case of 
Thailand, for example, it is observed that there is no significant negative correlation 
between political instability and the flow of investment. Although the military have 
often posed a threat to civilian government, investment has not been affected very 
much. However, in the Philippines prolonged-political instability seems to have 
damaged not only the inflow of FDI but also the country’s economy (Agarwal, 1980)
These conflicting results apparently arise from the definition of political stability 
used in the particular studies. Political instability does not always increase political risk 
for FDI. Moreover, the degree of political risk in a country is likely to vary over 
different regions. Another reason is that the developed countries offer guarantees on FDI 
against political risk, a fact which was not taken into account by the studies above 
(Agarwal, 1980). In Indonesian case political stability seems to affect capital inflows 
since it relates to investors confidence. This is indicated by instabilty of capital market 
during the general election. In spite of the results of the studies, the government does 
not want Indonesia to be potrayed as politically unstable, and hence took the measures 
necessary to ensure stable government.
Secondly, although incentives are likely to attract the flow of FDI, the role of 
incentives seem to be inconclusive, too; some studies support the hypothesis but others
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do not. It is argued that the incentives provided may be of some help, especially for 
small and inexperienced firms, but the overall impact is marginal at best. The reason for 
this is probably because that incentives are likely to be accompanied by disincentives 
that offset each other (Agarwal, 1980).
For some NIEs and ASEAN countries incentives and other forms of government 
intervention seem to bear fruit in attracting the inflow of FDI even though in some cases 
they are discouraging (Chia Siow Yue, 1993 and World Bank, 1993b).13 Investment 
incentives can range from tax holidays, accelerated depreciation allowances, export 
incentives, import duty exemptions, infrastructure facilities and low-cost credits. 
However, at the same time governments also introduced performance requirements and 
restrictions such as equity ownership, restricted sectors and industries, local content, 
local employment, technology transfer, and export performance.
While the role of incentives is inconclusive, the role of government in 
facilitating a environment conducive to economic activities and ensuring the markets 
function properly is clearly important. For example, when the government introduced 
economic deregulation in the mid 1980s following the economic crisis (due to declining 
oil price, external indebtedness, and Yen appreciation), foreign and domestic capital 
responded accordingly. In sum, foreign investment seems to respond positively to the 
incentives offered by government.
4.5 The Convergence of FDI theories
Over time theories of FDI have developed and become established in their own 
right. At the same time as the theories showed their maturity they seemed to converge, 
although the focus of each theory remains different. Vernon’s product cycle, Hymer’s 
industrial organisation, internalization theory and Dunning’s eclectic paradigm, which
13 For example, in the mid 1980s Indonesia banned export o f unprocessed logs. At the initial stage this 
export ban was damaging to logging and related industries. However, about ten years later it was 
apparent that plywood and related-wood industries are among the highest contributors o f export earnings 
to the Indonesian economy.
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are microeconomic-type approaches, recognize the important role of firm-specific 
advantages and the existence of imperfect markets. Product cycle theory pioneered to 
acknowledge the role of market imperfection, not only in affecting the ownership 
advantage, but also in the way in which firms choose to organize their cross-border 
activities. Industrial organization theory, which was concerned with identifying the 
ownership-specific advantage, also recognizes that the way assets were created and 
organized was an advantage in its own right (Dunning, 1993).
Industrial organisation theory also recognises that having ownership advantages 
is not enough to set up foreign investment, because the ownership advantage could be 
rented or licensed to other parties. Later internalization theory further elaborated the 
idea that imperfection in the market is an important factor which ensures that firms 
could exploit ownership advantages. Likewise, the product cycle could be considered as 
a variant of industrial organization theory too as it regards technological innovations, 
which are an ownership advantage, as the main factor determining the distribution of 
foreign production and the structure of trade. Technological innovations are a firm 
specific advantage and could give comparative advantage to firms.
The convergence of the theories of FDI is reflected at least at an empirical level 
where similar variables are often used to explain or to support different theories. 
Realising this fact, Dunning proposed a general approach that accommodates those 
theories under one framework, what he called the eclectic paradigm , which can identify 
clusters of variables relevant to explaining all kinds of foreign production, although he 
also admits that his approach cannot explain every type of foreign production. This is 
because each theory has its own specific emphases.
On the macro side in analysing Japanese FDI, both the Kojima and Ozawa 
approaches also tend to go in a similar direction. They both use the same comparative 
advantage framework and recognize the existence of complementarity between Japanese 
and Asian economies and the sequential catching-up development of the two economies. 
Ozawa’s theory is rather limited in scope as it concentrates more on changing
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macroeconomic conditions in Japan, and pays little attention to the connection to Asian 
economies. In sum, we conclude that each theory can be seen to complement each other.
4.6 The benefits of foreign direct investment
In the 1970s and early 1980s, the general attitudes of the government toward 
FDI can be characterized as highly critical and sometimes even hostile. The mid 1980s 
saw a dramatic change of most governments, particularly in Asia; as they realised its 
benefits, FDI was increasingly welcomed and each country now competes to attract 
FDI14. The benefits and costs of foreign investment have been discussed since the work 
of MacDougall (1960). Although the results tend to be positive, it was not until the mid 
1980s that developing countries realized the positive role of FDI could play in their 
economies.
The purpose of this section is to elaborate on the second objective of this study, 
that is evaluation of the relationship between FDI and trade; what is the impact of FDI 
on trade? While the focus is on this relationship, it is worth reviewing briefly the 
existing literature on other benefits from FDI on the host economy. The benefits and 
costs of FDI can be evaluated by using several theories, each of them giving different 
outcomes. Regarding this, there are two contending perspectives. The first perspective, 
as outlined by Biersteker (1978) is ‘the Neoconventional perspective ’ or Pro-foreign 
investment, which argues that FDI is, in general, welfare increasing. The other 
perspective is called the 'Critical perspective9 or Anti-foreign investment, which is 
critical o f the role o f FDI, particularly in LDCs. Lall (1974) further grouped the Pro­
foreign investment arguments into three categories: (i) the business school approach (or
14 There are number possible explanations for this change o f heart. Firstly, the renewed faith in the 
working o f  the market economy, that FDI will bring more benefit than harm, and the globalization of 
economic activities on the part o f  most host countries. Secondly, on the part o f MNCs, there is an 
increasing need to exploit global markets through an integrated productions and procurements, regionally 
or internationally, to achieve efficiency. There is a need to diversify geographically information­
gathering and learning capabilities. And as competition in internationally oriented industries has become 
increasingly oligopolistic, there is strong incentive for firms to form cross-border strategic alliences and 
networks. See Dunning (1997) for detail regarding this.
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extreme right) which strongly supports foreign investment, (ii) the traditional economic 
approach which favours laissez-faire and capital flows, and (iii) the neo-traditional 
approach which believes in the desirability of foreign investment but is concerned with 
the oligopolistic, predatory and concentrated nature o f MNCs and recommends control 
over their activities. Anti-foreign investment theories can also be grouped into three 
categories: (i) the nationalist approach which does not believe that foreign investment is 
good for the domestic economy, (ii) the dependency approach, originated in Latin 
America, whichc argues that foreign investment will improve the economy but will 
create a dependency, economically and politically, o f the host economy on MNCs. This 
dependency will hinder a real economic development; and (iii) the Marxist approach, 
which argues that MNCs will only extract economic surplus from LDCs for the sake of 
capitalists. While the dependency school talks about the danger of dependence, the 
Marxist school of thought talks about neo-imperialism and exploitation.
This chapter will not review these theories since the positions put forward are 
mainly based on ideological arguments which are difficult to justify empirically. Rather, 
the focus is on theories already presented in section 4.3, particularly the theory of 
comparative advantage of Kojima, who argues that the main advantage of FDI lies in 
improving the productivity, upgrading the industrial structure, and increasing 
comparative advantages of the economy. In this regard Kojima’s theory is similar to 
Dunning’s (1997), emphasis on the benefits of FDI in improving the competitive 
advantages o f the economy. Dunning suggests that the benefits of FDI will depend on 
(i) the type FDI itself, (ii) the economic characteristics and structures of the host 
country, and (iii) macro-economic strategies and policy pursued by the government.
In line with the objective of this study the focus of this section will be the 
benefits of FDI on Indonesian trade, particularly exports. The success of exports is 
judged by how far the originating country can penetrate international markets. This in 
turn is determined by existing economic comparative advantages and competitiveness of 
the country relative to other countries. Based on Kojima (1995) and Dunning (1997) the
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impact o f FDI on trade occurs through direct effects on exports and indirect effects 
through improvement in the comparative advantages of the economy. Table 4.1 presents 
the general benefits o f FDI on the host economy based on the type of FDI.
Table 4.1 Some likely contributions of FDI to the upgrading of host country’s 
competitiveness. 1
1. Natural resource seeking (physical and human resources)
(a) Provides complementary assets (technology, management, etc)
(b) Provides access to foreign markets
(c) Improves productivity quality
2. Market seeking (domestic and regional markets)
(a) Provides complementary assets (technology, management, etc)
(b) Fosters backward supply linkages and clusters of specialized labour 
markets and agglomerative economies
(c) Improves product quality
(d) Stimulates local entrepreneurship and domestic competition
3. Efficiency seeking (product specialization and process specialization)
(a) Improves international labour division and cross-border networking; 
improves comparative advantages of the host country
(b) Assists structural adjustment
(c) Provides access to foreign markets and resource supply
(d) Fosters backward supply linkages and clusters of specialized labour 
markets and agglomerative economies.
(e) Improves product quality
4. Strategic asset seeking (technology, organizational capabilities and markets)
(a) Provides new finance capital and complementary assets
(b) Provides access to foreign markets
(c) Stimulate local entrepreneurship and domestic competition___________
Source: Adapted from Dunning (1997), p. 221.
Generally FDI in developing countries like Indonesia falls in the first two 
categories, but type three is now increasingly important as the economy moves forward, 
particularly after most restrictions were removed so that resources are allocated 
according to their comparative returns. It is obvious that most of the advantages listed in 
Table 4.1 are related to the upgrading of comparative or competitive advantages through 
changes in industrial structure and factor endowment, which later give rise to export
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enhancement. While Dunning discusses the general impact of FDI on trade based on 
FDI type, Kojima gives more emphasis on natural resource seeking (physical), market 
seeking (adjacent or regional), and efficiency seeking (product specialisation) as they 
are considered to be more trade-oriented FDI. For example, the transfer of resources and 
capabilities by resource- and market-seeking FDI has the potential to change factor 
endowment, improve the productivity of domestic capital and stimulate economic 
growth. Efficiency seeking FDI can change the factor endowment and smooth the 
industrial structure adjustment of the domestic economy to be more in line with its 
dynamic comparative advantages (Kojima, 1978,1995).
The second factor that will influence the benefits of FDI on the host country's 
trade relates to the characteristics of the host country. For example, the benefits of 
inward FDI for Indonesia will not be the same as those for Taiwan. There are two 
groups of country-specific attributes that will affect inward FDI, which then will affect 
the host country’s comparative advantages. The first is factors that will affect the 
production costs and benefits of FDI. For example, the price and quality of inputs will 
largely affect the competitiveness of exported products. Similarly infrastructure such as 
transportation facilities, is also a crucial factor. The second attribute group contains 
those that will affect the transaction and coordinating costs and benefits of FDI. This 
group includes tariff and other barriers, the economic system, political ideology, 
language, culture, and other social infrastructures (Dunning, 1997).
The third factor that determines the benefits of FDI on trade is policy adopted by 
the host government. Although most governments have already lessened direct 
intervention in markets, that does not mean the role of government is diminished. In fact 
its role is still critical, not only to ensuring that markets function well, but also to 
actively encourage and support market-enabling activities. It is also the government’s 
task to reduce the transaction and co-ordinating costs and realign domestic policies so 
that it can fully capture the benefits of international economic activities. In the light of 
increasingly mobile firm-specific assets and the tendency toward capital alliances, the
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government has to be active to ensure that this can be fully exploited. In the following 
section we will elaborate some economic attributes as specific impacts of FDI, that is 
trade (exports) and others closely related to it, namely, transfer of technology and 
management skills, and changes of industrial structure.
4.6.1 Interdependent of FDI and trade. Before we examine exports as one of the
benefits o f FDI we need to further examine the relationship between FDI and trade; does 
the FDI substitute for or complement trade? Section 4.3.2 has touched on this issue 
based on Kojima’s hypothesis, that pro-trade FDI is a complement for trade. This 
section will further review the relevant literature. We begin with the traditional trade 
theory of the Heckscher-Ohlin model which views international production and trade as 
substitutes one to another and considers international production as an extension of 
international trade theory. The Heckscher-Ohlin theory suggests that FDI is just an 
export of capital motivated by the differences in capital return among countries. Under 
free trade a capital-abundant country will be a net exporter of capital-intensive goods 
and will import products that use scarce factors intensively, and in the absence of factor 
intensity reversals, factor prices will be equal across countries. In essence, FDI will do 
the same job as exports. With constant international terms of trade, the Rybczynski 
theorem implies that a relative increase in the availability of capital (FDI) will lead to a 
relative increase in capital-intensive products and a relative decrease in non-capital 
intensive product. For this reason, FDI and exports are substitutes for each other and 
both FDI and exports will be predominantly undertaken by capital-intensive industries. 
Within the cone of diversification, tariff-induced FDI cannot alter factor rewards and so 
FDI will react with infinite elasticity to factor price differentials. It will stop only if one 
of the countries becomes completely specialized. Thus, this approach cannot explain 
simultaneously FDI and exports without additional assumptions of transportation and 
adjustment costs (Pfaffermayr, 1996).
The first formal exposition of the relationship between factor movement and 
trade is credited to Mundell (1957) who shows that under an assumption of perfect
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factor mobility (identical production function), factor prices and commodity prices were 
identical to those characterizing a free-trade equilibrium in which factors were 
immobile. For this reason, again, factor movements and commodity trade are substitutes 
in both a welfare sense and a trade volume sense.
Markusen (1983), however, shows that along the dynamic path of adjustment, 
FDI and export grow simultaneously as complements over time if trade is not based on 
factor endowments.15 Thus, he suggests that, beginning from identically endowed 
trading partners, FDI and exports are complementary if, for example, factor productivity 
is higher in the home country, which implies higher capital rental in the foreign country, 
leading to capital-intensive FDI from the home country. However, the Rybczynski 
effect implies that in the investing home country there will be an expansion of the non­
capital intensive industry. Hence, the movement of factors creates a factor proportion 
base to reinforce the other bases for trade. He concludes that FDI and exports are 
complementary. Helpman (1984) and Grossman and Helpman (1989) also suggest that 
FDI and exports increase complementarity during the dynamic path of adjustment.
In line with above the explanations, Kojima’s hypothesis also confirms that 
trade-oriented or pro-trade FDI will be complementary16 to trade; only anti-trade FDI 
will be a substitute for trade. Kojima (1978) proposed two conditions for FDI to be 
complementary to trade: (i) capital movements must increase the total volume of 
production of the two goods in the two countries taken together, for otherwise their 
welfare will not rise; (ii) the capital must move internationally in such a way that it 
reduces the production of comparative disadvantage goods in the investing country and 
increases those in the host country.
In sum, the general trade effects of FDI, viewed from the host country, can be (i) 
import generating effects, including direct imports from the parent or other subsidiaries
15 Other bases for trade (excluding factor proportion) are differences in technology, demand, returns to 
scale, and the existence o f imperfect competition and domestic distortions.
16 Kojima (1978) defines complements as follow: the initial capital outflow should generate an excess 
demand for imports and excess supply o f exportables at constant terms o f trade.
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or indirect imports from other suppliers to new subsidiaries; (ii) export generation 
effects, resulting if  foreign subsidiaries begin to export components or finished products 
back to the market o f parent companies or other developed-country markets; (iii) import 
displacement effects, resulting if output from an overseas subsidiary replaces imports 
from the parent company or imports from other competitors. The first two effects are 
similar to Kojima’s pro-trade FDI and the last one is an import-substitution type which 
is likely anti-trade FDI. These three effects, which constitute net trade effects together 
with other income remittances (profits, royalties, licence fee, etc.), represent the flow of 
income to the home countries as a result of undertaking FDI. For the host countries the 
net trade effects constitute the direct trade effect and indirect effect will further induce 
trade flow through multiplier effects (Robertson, 1971).
4.6.2 Transfer of technology and management skills. Another major potential 
contribution of FDI to development is transfer of the know-how to the local economy. 
Perhaps the most important developmental effects of technology introduced by MNCs 
are the dynamic aspects. A key advantage of FDI brought by MNCs is that it includes 
new knowledge and ideas that foster technological progress as the stock of knowledge 
accumulates. New ideas and knowledge are public goods and the markets for these 
goods are imperfect. MNCs bring the package of FDI with them which includes 
knowledge, ideas, new skills, entrepreneurial skills, etc., to the local firms. MNCs 
provide an opportunity to improve the management skills of local workers by means of 
training and the process of learning by doing.
FDI has been the mode of technology transfer favoured by MNCs. Other modes 
of technology transfer, such as joint ventures, licensing, franchising, management 
contract, turnkey contract, and international subcontracting, are also becoming more 
popular. There are a number o f ways in which technology is transferred from MNCs to 
host countries. These are (i) directly through transfer o f skills by training, giving more 
responsibility to local workers etc. (ii) stimulation of local technological activities, such 
as doing R&D in host countries, (iii) diffusion of technology through economic
Chapter 4 Review o f FDI theory 105
activities such as linkage to suppliers o f inputs and customers or through the effect of 
competition with local firms, and leakage through movement o f trained workers into 
local competitors (UNCTC, 1988).
Markusen (1991) suggests that FDI is likely to be welfare increasing rather than 
welfare reducing. There are two reasons for this: first, the MNCs are much more 
efficient than domestic firms in general, and second, there is competition among MNCs 
for entry into the host countries (if host government policy does not inhibit that from 
happening) such that the MNCs' profits are smaller and the welfare of the host country 
is higher. There are three issues that have to be considered as implications of MNCs in 
relation to FDI. First, the ability of MNCs to set up foreign subsidiaries will facilitate 
structural change in the host country as a result of introducing new products. MNCs 
allow the pattern of world comparative advantage to adjust toward the optimal state. The 
second issue is related to the dynamic aspect of knowledge-based capital. It is argued 
that it is difficult to prevent knowledge from being dissipated and transferred to local 
employees who work with and observe the technical and managerial process of the firm. 
Knowledge and techniques are embodied in the workers themselves and is likely to be 
taught and transferred to other workers in the host country. After an initial period of 
learning, the externality effect of the MNCs9 presence becomes more widespread and 
the economy in the host country becomes more diversified as more of this intangible 
capital stock is accumulated. The third issue arises from the second, that is, workers 
who are already trained and have more skills could become a threat to their own firms. 
Firms could be forced to pay higher wages to retain these highly skilled workers. This 
could lead to increased average costs and reduced profit.
The major conclusions from Markusen’s article are that (i) MNCs are facilitating 
institutions which are able to exploit changes in exogenous variables so as to organise 
world production to optimally exploit comparative advantage; (ii) the knowledge-based 
capital model suggests that MNCs are major vehicles for transferring technical and 
managerial skills; (iii) the public goods nature of knowledge-based capital implies
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spillovers and permanent structural change in the host economies; and (iv) under 
plausible assumptions (competition among MNCs, lower marginal costs in the host 
country), MNCs locate production in a socially efficient manner from the point of view 
of both home and host countries. These factors directly or indirectly will be enhancing 
factors in supporting the export capability of the host country.
4.6.3 Industrial structure of host country. As MNCs employ and train local workers 
the factor endowment of the domestic economy will change permanently. If there is 
movement o f these trained workers to competing firms, the change of factor endowment 
will be enhanced. Further it can be expected that locally-based MNCs will emerge and 
finally compete with foreign multinationals. However, there are some caveats. MNCs 
tend to cause a high concentration in industries in which they operate. This happens 
because MNCs can replace and drive out local enterprises through competition or 
buying out inefficient ones. The movement of workers rarely happens, particularly when 
the industry is not mature, because MNCs pay much higher wages than local firms. 
However, given enough time, the mobility of workers will increase as the industry 
matures (Cave, 1982).
Another source of structural change is the linkage of MNCs with the local 
economy. Such linkages extend back from the purchase of primary inputs made by firms 
and supply of intermediate input forward for inputs to other economic activities. 
Although some views claim that this does not happen since MNCs do not generate 
enough linkages in the economy, yet the linkages will emerge automatically when the 
industry becomes mature. The result is inconclusive since there are not many studies 
investigate this matter, particularly at the micro level. Biersteker (1978) found that in 
Nigeria, MNCs' affiliates purchased a larger proportion of inputs from abroad than did 
local firms, but the difference stemmed from the unavailability of that input locally. The 
comparison of linkages generated by foreign subsidiaries and local firms is only valid if 
the two enterprises are substitutes for each other. In the Indonesian case the linkages are 
generated but not as fast as expected. It is claimed that it depends, to a great extent, on
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the policy pursued by the government. Nevertheless, in relation to trade, the changes of 
industrial structure will impact on the competitiveness of the host country.
4.7 Empirical studies
The purpose of this section is to review the main empirical research findings in 
relation to the theories discussed previously in section 3, 4 and 6, that is to examine the 
determinants o f FDI and the trade-FDI relationship, particularly those related to 
developing economies and the Indonesian economy. These reviews will shed light on 
the significance of the theories before proceeding to the application of the theories in the 
empirical models in Chapter 6 and 7.
There are sizeable empirical studies available on this subject since they entered 
the domain in the 1960s.17 However, most them are related to the American and 
European economies and it is beyond the scope of our main concern to review them all. 
During the last two decades there emerged studies related to the Asia Pacific as 
economies in this region began to take an important role in the international economy. 
Empirical works relating to the Indonesian economy are still few. Many of them are 
only general surveys. In the following, we review in order some of the empirical studies, 
focusing on the hypotheses of catching-up product cycle, Kojima’s , and the eclectic 
paradigm.
Product cycle hypothesis. This hypothesis is well known and is associated with 
the name of Vernon (1966, 1979). There is plenty of research on this hypothesis, among 
the earlier works to test this hypothesis are those done by Gruber, Mehta and Vernon 
himself (1967) and Horst (1972) and Parry (1975). Knickerbocker (1973) studied the 
timing of FDI to enter foreign production and the age of product. Juhl (1979) tested the
17 Before this period there was not much interest in this subject as the main concern at that time was 
the causes o f trade between nations. Also the theory o f comparative costs assumed that a factor of  
production like capital did not move internationally (Agarwal, 1980). Traditionally the dominant 
exporters o f FDI were the US and the United Kingdom. When Japan and Germany registered 
themselves as die significant players the interest in this subject grew. Since then the growth of FDI 
publications has risen paralell to the growth o f FDI.
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locational distribution of FDI from Germany to some LDCs and Grubaugh (1987) 
investigated the significant role of the innovatory capability of firms in relation to 
foreign production.
Gruber et al. (1967), in their study on US industries, found a strong relationship 
between R&D expenditure in one hand and export performance, a propensity to invent a 
new product, and FDI on the other hand. The relationship between R&D and exports­
sales ratio is interpreted as an indication of strong technological advantages of a US firm 
over its overseas competitors in the transition from the first stage to the second stage of 
the product cycle. This relationship is significantly pronounced in OECD countries, but 
not in the UK and Germany because these two countries have similar technological 
capabilities as the US, while other OECD countries relatively lag behind the US 
regarding technology capability. They also found that the ratio of overseas subsidiaries 
sales to total US exports is fairly high, indicating substitution of FDI for exports in the 
final stage of the product cycle. Similar empirical research done by Horst (1972) also 
found that the technological intensity of US manufacturing was more closely related to 
the sum of that industry’s exports to Canada and its subsidiaries sales in Canada than it 
was to either exports or subsidiary sales taken separately which indicates that foreign 
production is a successor to foreign trade and that foreign production may substitute one 
for another.
In a similar line, Knickbocker (1973) investigated the relationship between the 
entry competition index of US firms overseas and the industrial concentration index in 
the US, and found the two were correlated. He concluded that increased industrial 
concentration causes increased oligopolistic reaction in the field of FDI. In other word, 
firms pursue the defensive investment strategy more actively in industries of higher 
seller concentration. Knickbocker’s explanation is considered as a variant of the product 
cycle, that is the firms’ move to set up foreign production is only viable after they 
developed their technology capabilities and the move itself is triggered by the need to 
secure the market share after the move made by their rival.
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In the third stage of product cycle a firm will be obliged to start foreign 
production to secure foreign markets, otherwise other competitors will do so. Parry 
(1975) in his work on pharmaceuticals in the UK found a high positive correlation 
between the degree of international production and the age of product since it was 
invented. He concluded that there is a systematic impact of the product cycle effect on 
the degree of international production. Empirical research done by Juhl (1979) found 
that there is strong correlation between sectoral allocation of German firm’s FDI in 
LDCs18 and human capital intensity, an indication that the firm’s move is induced by 
relatively high degree of innovativeness embedded in the product that will enable the 
firm to compete in local markets. Since the products were mostly standardized products, 
the move to LDCs indicates that the product is already in a matured stage (the third 
stage) that makes the move necessary to secure the market share of the firm which is in 
line with the product cycle hypothesis. He also found that imports of raw materials also 
significantly affect the distribution of FDI. Similarly Grubaugh (1987) in his 
econometric studies of the determinants of the US’s FDI also confirmed that 
technological intensity is positively related to the probability of becoming multinational. 
He used R&D and product diversity as explanatory variables.
Kojim a’s hypothesis. This hypothesis is the most widely recognized hypothesis 
regarding the determinants of FDI for the cases of developing countries. The hypothesis 
says that the move of capital from one place to another is motivated by the difference in 
comparative advantages between the two. In addition to Kojima, in the following we 
review research done, among others, by Reidel (1975), Lucas (1993), Lin Yingshing 
(1995), and Kreinin (1996).
Reidel (1975) found that low wage rates affected the inflows of export-oriented 
FDI to Taiwan, mainly from the US and Japan. Interestingly, about a decade later 
Taiwan became a significant supplier of FDI to neighbouring countries, such as 
ASEAN, for a similar reason as those the American and Japanese FDI went to Taiwan.
18 The countries are Greece, Portugal, Spain, Mexico, Israil, Argentica and Brazil which were considered 
LDCs at the time o f  the research.
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As Taiwan economy experienced structural changes there was need to relocate the 
disadvantaged industries to foreign countries to improve the efficiency of comparatively 
advantaged industry in the host country.
Chou (1988) investigated Japanese and American FDI flows into Taiwan. He 
found part of the evidence is inconsistent with Kojima’s hypothesis. In terms of market 
orientation, both Japanese and American FDI are export oriented. One possible 
explanation of this phenomenon is the government policy giving preference to export- 
oriented FDI. However, differences exist in terms of the scale of operation, factor 
intensity and ownership control between Japanese and American FDI. Chou further 
shows that American investors in Taiwan seem to make use of more capital-intensive 
technology, possess firm-specific advantages by means of majority holding and tend to 
sell their products at low prices. The Japanese investors, on the other hand, seem to have 
less capital- intensive operation, relatively small scale of operation, and they do not 
possess firm-specific advantages in terms of ownership control.
Regarding the outward FDI from Taiwan, Lin Yingshing (1995) provided 
another picture of the relationship between the changes in industrial structure in Taiwan 
and its FDI outflows. Taiwan’s industry has been transformed from labour-based 
manufacturing industry to capital-based industry. This is indicated by a positive and 
significant effect o f factor proportion (capital-labor ratio) on the outflow of FDI from 
Taiwan. From the micro-economic side, he found that foreign exchange rates, interest 
rates, and differential growth between Taiwan and host countries are positively affecting 
the FDI outflow from Taiwan.
Lucas (1993) examined the determinants of FDI inflows into seven East Asian 
countries: Indonesia, Malaysia, Thailand, Philippines, Singapore, Korea and Taiwan. 
Using a simple model of derived demand for foreign capital by a multiple product 
monopolist, he explored the sensitivity of FDI flows to production costs in those seven 
countries. The estimation results found that FDI flows are more elastic to wage costs 
than capital costs implying that lower labour costs have attracted FDI flows to these
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countries. FDI inflows are more elastic with respect to aggregate demand in export 
markets rather than domestic aggregate demand. This indicates that, in the context of 
export orientation, these countries have come to dominate as hosts to export-oriented 
FDI in the region. Although it is found that FDI inflows are related to domestic market 
size but the relation is rather weak. This result somewhat departs from other empirical 
studies which found domestic market size as an important factor in attracting FDI.
Hufbauer et. al (1994) study the determinants of outward FDI and its connection 
to trade for the US, Japan and Germany. They found that regionalism (network or 
cluster FDI) plays an important and consistent role in investment placements of the US 
and Japan. The size and the openness of the host countries are also important 
determinants. The link between FDI and trade suggested that for Japan, surprisingly, 
FDI tended to promote imports more than exports, while for the US, FDI seems to 
increase exports more than imports.
More recently Kreinin, et. al (1996) used the catching-up product cycle and 
comparative advantaged hypothesis in their paper, investigating the determinants of 
inter-Asian FDI in the region. They described the FDI-trade link in Asia as flying geese 
metaphors wherein Japan is the lead country (‘goose’) because of its advanced 
technology. The lead country’s firms combine their technology advantage with the 
relatively lower labour costs in the host countries which in turn make the follower 
countries’ (initially the NIEs) production more competitive in the world markets which 
then permits rapid export growth from their Asian base. NIEs then followed this pattern 
when they experienced high production costs as Japan did previously, they began to 
relocate their uncompetitive industries, combine their technology advantage with low 
labour costs in ‘other’ Asian countries (Indonesia, Malaysia, Philippines and China).
From multiple regression models they found that the closer the host countries 
(East Asian countries) to the home country (FDI source countries, Japan) in term of its 
population, openness and relative wages in manufacturing sector, the larger will be the 
flows of FDI from home to host countries. This results also holds for the flows of FDI
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between NIEs and other Asian countries (Indonesia, Malaysia, Philippines and China). 
Furthermore, an appreciation of Yen relative to the host country’s currencies also 
positively affects the flows of FDI from Japan to host countries, NIEs. Similar results 
also hold for NIEs’ FDI flows into ‘other’ Asian countries.
Eclectic paradigm. Among empirical researches that done in connection to 
eclectic paradigm are Kumar (1987), Dobson (1993), Shamsuddin (1994) and 
Pfaffermayr (1996). As mentioned earlier we emphasise empirical studies related to 
developing countries, particularly in Asia.
Kumar (1987) studied the determinants of FDI in Indian manufacturing 
industries using the eclectic paradigm. He found that the role of ownership advantage is 
not easily resolved. In line with expectations, FDI is found to be more concentrated in 
industries which are characterized by a high degree of product differentiation. This 
indicates the role of a firm’s ownership advantage on FDI placement. On the contrary, 
in-house R&D (another indicator of ownership advantage) is found to be negatively 
related to FDI intensity. The industrial policy of the Indian government has provided the 
locational advantage to local production either through FDI or licensing. But this 
locational advantage seems to attract domestic market-oriented FDI as indicated by a 
high concentration of FDI in import-competing industries.
A study of determinants of Japanese FDI flows into NIEs was conducted by 
Dobson (1993) for the period 1980-1990 using pooled cross-section data. She found that 
ownership advantage, measured by a ratio of the host country’s manufactured exports to 
total exports, is negatively significant in affecting the FDI flows.19 To measure the 
locational advantage, she also used low wage rates in attracting FDI into host countries. 
Japanese MNCs are also found to internalise their ownership advantage through FDI 
rather than through external markets. Dobson used cumulative FDI to proxy this factor,
19 The reason she used this variable to measure ownership advantage is that, the higher the ratio o f  
manufactured exports in total exports, the less likely Japanese firms can exercise their ownership 
advantage effectively. This reason is not very convincing, since ownership advantage must be unique and 
exclusive to a particular firm, otherwise it is not an ownership advantage. This variable also runs counter 
to the FDI-trade complementary relationship.
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with an argument that Japanese FDI will likely to follow, other things being equal, to 
sites where other FDI has preceded it in order to take advantage of familiar suppliers 
and other internalization advantages.
Shamsuddin (1994) examined the inflows of FDI into a group of 36 developing 
countries using the framework of the eclectic theory. He found that per capita GDP in 
host countries is the most influential factor affecting the inflows of FDI, followed by 
factors such as wage costs, per capita debt, per capita inflow of public aid, volatility of 
prices, and availability of energy in host countries. He considered the energy availability 
and GDP as locational advantage factors for attracting FDI.
A more recent investigation has been done by Pfaffermayr (1996) about the 
relationship between exports and outward FDI from Austria. The interdependence of 
FDI and exports is a prominent theme in the theory of industrial organisation. 
Pfaffermayr (1996) found a complementary relationship between outward FDI from 
Austria and exports with causations in both directions. He further suggested that there is 
no substantial evidence of substitutional relationship between FDI and exports. In 
accordance with the eclectic paradigm he also found that R&D intensity affects both 
outward FDI and exports from Austria positively.
Indonesian Cases. There are not many researches done on this topic in relation 
to Indonesian cases. Among the research and surveys regarding FDI done so far, were 
those conducted by Thee (1991), Pangestu (1980, 1987), Hasan (1981) and Ryou and 
Song (1993). As mentioned earlier most of these works are general surveys with 
inadequate testable empirical analyses.
The inflows of FDI into Indonesia are linked to economic changes at a regional 
level. Recent developments in Asian NIEs economies, particularly South Korea and 
Taiwan, have contributed to the rise of investment in Indonesia. Some surveys have 
been done on the Indonesia case regarding the determinants and benefits of FDI. Most 
of these studies have been useful in providing a broad picture of FDI in Indonesia even
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though they do not address the issues sufficiently. In the following we review some of 
them.
A survey done by Thee (1991) investigates supply or push factors, as he called 
them, that cause investment inflows from Asian NIEs into Indonesia. Two major 
developments in Korea and Taiwan, appreciation of their currencies and a rapid rise in 
real wages, have led Taiwan and Korean industries to relocate their labour-intensive 
industries to other countries like Indonesia which still have cheap labour. In addition to 
their huge trade-balance surplus, the substantial appreciation of their currencies also 
resulted from strong a strong pressure from the US to revalue their currencies. This 
rendered their labour-intensive industries less competitive in export markets. In early 
1989 the New Taiwan dollar had appreciated by more than 40 percent over its 1985 
level and, the Korean Won by more than 20 percent in the same period. As labour 
productivity increases over time, the wage rates will also increase and this, together with 
increased-land costs, has led to an increase in production costs. Similarly, the increase in 
labour and land costs in Singapore have made Singapore's manufacturing industries less 
competitive. Moreover, appreciation of the Singaporean dollar has also contributed to 
the rise of wage rates in Singapore. This led to an increase in Singapore’s FDI in Batam 
island, a special economic zone in Indonesia.
The third factor, home government policy, also plays an important role in 
facilitating overseas investments from Taiwan, Korea, and Singapore. In August 1986 
the government of Taiwan abolished foreign exchange controls, which made FDI much 
easier for Taiwanese investors. The South Korean government has set up a foreign 
investment consulting centre to encouraging Korean firms to invest in Southeast Asia. 
(Thee, 1991 and Chia, 1993). In 1970s the governments of Singapore, Malaysia and 
Indonesia set up an economic cooperation project, named, the triangle growth centre. 
Since then the Malaysian and Singaporean governments have been actively promoting 
investment in Indonesia. This cooperation has brought mutual benefits to the three 
countries. It will speed up the changing structure of the economy in Singapore by
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relocating its labour-intensive industries, while Indonesia gets the benefits from the 
booming of its manufacturing sector.
From the demand side, there are several factors that attract FDI into Indonesia. 
Many of the studies, however, tend to attribute the surge of capital inflow to the changes 
in government policies during the last two decades, particularly after the two oil crises 
in 1970s and early 1980s. The government introduced major changes in economic 
policies to improve the investment climate for both domestic and foreign enterprises. In 
addition to trade and investment reforms, the government also adopted an active 
exchange rate policy by ensuring the real exchange rate remains competitive to support 
the growth of non-oil exports. These policy changes are aimed at creating a more open 
economy, and a favourable climate for investment, eliminating export biased regulations 
and encouraging more exports (Thee, 1991). The result of this policy is a sustainable 
high economic growth and an increase in FDI which began to pick up significantly in 
the late 1980s, a few years after the policy changes made by the government.
Studies by Pangestu (1980 and 1987) investigate the pattern and determinants of 
bilateral FDI from the US and Japan into the ASEAN region. She suggests two broad 
set of determinants: (i) factors that contribute to complementarity in industrial structure 
of direct investment determine the expected flow of investment between two countries. 
Complementarity of industry structure is determined by natural factors (such as relative 
resource endowments), policy factors (such as industrialisation policies of host and 
home countries), and general government policy that affects economic activities, (ii) 
Country bias in investment which is determined by those factors that enhance or 
decrease the attractiveness of a host country as a location for the investments. These 
factors are geographic, historical, cultural proximity and political ties between any two 
countries. The result of her investigation was that these factors are found to be 
positively related to the FDI intensity among ASEAN countries on one hand, and Japan 
and the US on the other. Particularly, the high intensity of investment between Japan 
and the Indonesia is a result of both complementarity and country bias with the latter
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factor being more important. Geographical proximity, commercial and political interest 
of Japan, active government support, and good information flow appear to have 
contributed to the flow of investment from Japan to Indonesia.
Pangestu claimed that country bias plays a greater role in determining bilateral 
FDI between Japan and Indonesia and is worth further investigation because many 
investments that take place between developed and developing countries are not greatly 
affected by their industrial structure. For example, many investment outflows from the 
US do not correspond very closely to the industry composition of Indonesia. This lack 
of correspondence explains the generally low complementarity of investment between 
US and Indonesia. The flow of US investment to Indonesia is much more determined by 
other factors such as motives to internalise firm specific assets. As is recognised much 
of the investments from the US are firm-specific advantage investments which require 
firms to secure them from being spilled to domestic competitors.
Another non-economic factor that is the ‘Chinese connection’ which has also 
facilitated the investment surge from NIEs into Indonesia. Given that the majority of 
investors from NIEs are Chinese ethnics, the presence of a Chinese community in 
Indonesia obviously facilitates the establishment of trade and investment links between 
the Chinese NIEs and Indonesia (Pangestu, 1991 and Thee, 1991). Political stability 
which has been maintained for the last three decades also indirectly affects the business 
climate.
Hasan (1981) conducted empirical research on bargaining power between MNCs 
and government using a model of a nonsimetric Nash solution with the theoretical 
framework based on Stephen Hymer’s (1976) industrial organisation model. He found 
that the level o f protection (tariff) had positively affected the level of foreign firm’s 
sales in Indonesia. The concentration of home-country industry also had influenced the 
share of product manufactured in Indonesia. This is consistent with the notion of 
oligopolistic power of MNCs, the greater the extent of oligoplistic competition in the 
industry, the larger the degree of foreign manufacturing operations. Market size was
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only found significant in some industries: textile, chemical and wood products. The 
results not surprisingly accord with the model under import-substitution policy, since 
most o f the foreign investments during that period were market oriented.
A survey conducted by Ryou and Song (1993) through interviewing Korean 
firms' managers revealed that the potential of Indonesia's large market and the desire to 
maintain market share were important factors in attracting Korean FDI into Indonesia. 
With sustained economic growth and the large size of the domestic market FDI will be 
more attractive in the future. They found that 68 percent of firms revealed that they had 
plans to expand the existing projects or begin new projects and consider third market 
opportunities. Data provided by Thee (1991) also indicates that 66 percent of Korean 
and 53 percent of Taiwanese investment from 1967-1989 are in manufacturing, but 
within manufacturing, 58 percent of Korea's investment is in chemicals which are not 
labour-intensive. Apart from this Korea and Taiwan also invest substantially in the 
resource based sector; forestry (30 % for Korea) and coal mining (36 % for Taiwan). 
Singapore's investment seems to be based on other than cheap labour consideration. 
Singaporean firms invest mostly in real estate. This is probably because Singapore has 
much experience with real estate industries since real estate is given high priority in this 
city state. Within manufacturing itself Singapore's investment is highly concentrated in 
metal products, chemicals and wood products.
4.8 Conclusions
This chapter has reviewed some of the major theories that are most likely to be 
relevant to the case of the Indonesian economy as regards the FDI phenomenon. In most 
studies o f FDI, the motivations of firms engaging in foreign production are not 
explicitly mentioned. This is because the profit motive, or long-term profitability is 
already in built and is the main objective of firms’ owners in undertaking foreign 
production. What is specified then is the variables that are likely to affect or determine 
the behaviour o f firms’ owners in pursuing their interest (profitability).
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There are a number o f theories concerning the determinants of FDI in the 
literature. Four hypotheses have been reviewed: Vernon’s product cycle, Ozawa’s 
hypothesis, Kojima’s hypothesis and Dunning’s eclectic paradigm. However, none of 
these can explain every type of FDI. In general, what economists can reasonably do is 
formulate paradigms to provide an analytical framework for explaining particular kinds 
of FDI.
In this study we propose an hypothesis integrating the catching-up product cycle 
with the dynamic comparative advantage of Kojima to explain the phenomenon of FDI 
flows from Japan into Indonesia, while for American FDI we apply the theory of 
Dunning’s eclectic paradigm. Product cycle, especially the modified catching-up 
product cycle hypothesis, is still relevant in explaining manufacturing FDI in the case of 
developing countries with quite different income levels and industrial sturcture such as 
Indonesia. Together with Kojima’s and Ozawa’s macroeconomic hypothesis of 
comparative advantage, it provides the framework for analysing the determinants of FDI 
in Indonesia. Ozawa hypothesis focusses on the impact of industrial restructuring at 
home on the ouflows of Japanese FDI and found that this FDI has been functionally 
related to the path o f industrial structural changes at home. Kojima’s hypothesis 
emphasises on the difference in relative comparative advantages between investing and 
receiving countries as a result of structural changes occurred in the two countries. FDI 
will originate from a country’s comparatively disadvantage industries, where these 
industries are comparatively advantaged or potentially comparatively advantaged in the 
host country. Japanese FDI seems to be best understood by these theories.
Dunning’s paradigm is also widely used in explaining FDI, especially in 
developed economies. The central tenet o f this paradigm is Hymer’s hypothesis, the 
firm’s specific assets, or as Dunning called it the ownership advantage. These assets 
make a firm in better position relative to its competitors in unfamiliar business 
environment in the host country. Dunning extended this theory by integrating with other 
two theories: internalisation and locational theories and form a unified framework of
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eclectic paradigm. Having the exclusive right of ownership advantages and the 
capability to internalise the economic activities within firms, give the firm a tool to seek 
and maintain the monoploy power, at least temporarily. Thus, this theory seems to be 
suitable to explain FDIs or firms operate in industries characterised by oligopolistic.
Although the focus of this chapter is on supply side determinants of FDI, 
analysing the demand side of FDI gives some insight into how supply and demand sides 
may be inter-related. We identify two major actors in shaping demand for FDI: the first 
is government and its state capital, and the second is domestic capital. Basically, foreign 
capital is demanded by the state and domestic entrepreneurs because they can obtain 
utilities and satisfaction from foreign capital. Their attitudes toward foreign capital will 
determine the demand for FDI. In turn, they would make favourable domestic 
conditions to attract the inflows of the FDI. These favourable conditions are considered 
as demand-driven factors. The economic policy on FDI is the result of these complex 
economic and political interactions among these actors.
Major benefits and costs of FDI were also discussed. Among the important ones 
are trade expansion, transfer of technology and management skills, as well as change of 
industrial structure, all of which are considered as important factors that will enhance 
the export capability of the host country.
We also review some empirical studies, particularly those which are related to 
economies in developing countries in Asia. Different theories have been used to explain 
and emphasise different aspects in a particular economy, although there is a tendency 
for those theories to become more likely to converge as indicated by the use of the same 





The purpose of this chapter is to lay down the theoretical framework for the 
modelling of FDI determinants and their relationship with trade in the context of the 
Indonesian economy, and to justify the relevance of those theories in explaining the FDI 
phenomena in Indonesia. The theories used as a theoretical model in this study are (i) 
product cycle and catching-up product cycle, (ii) Kojim as hypothesis, and (iii) the 
eclectic paradigm. Product cycle and chatching-up product cycle theories have been 
used in previous FDI studies and recently has been revived and supported by several 
economists, Thomsen, (1993), Pongpaichit (1990) and Kreinin (1996) among others. 
Comparative advantage hypothesis of Kojima or simply called K ojim as hypothesis 
(1978) which highlights the Japanese style of FDI, is particularly important as Japan is 
among the most significant investors in Indonesia. Dunning’s eclectic theory has also 
been widely used in FDI studies. It is an extension of Hymer’s specific advantage 
hypothesis of industrial organisation theory and is closely related to and shares a 
common heritage with internalisation theory (Rugman, 1980, 1986). The significance 
and justification of these three theories in explaining FDI in Indonesia are explored in 
this chapter. The discussion is followed by an examination of the FDI-trade relationship. 
As discussed in Chapter four, there are two major propositions regarding this 
relationship; firstly, the view that FDI and trade are substitutes, and secondly, FDI and 
trade complement each other.
This chapter is organised as follows: section 2 discusses the determinants of 
FDI, section 3 elaborates the relationship between FDI and trade, while section 4 and 5
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explain model specification and the econometric approach respectively. Finally section 
6 concludes this chapter.
5.2 Determinants of foreign direct investment
This section attempts to justify the proposition that FDI determinants in the 
Indonesian economy can be explained by the product cycle hypothesis and Kojima's 
hypothesis. It is argued that FDI inflows are determined by the dynamic interactions 
between home and host country economic development. The product cycle hypothesis 
provides an explain of how product development evolves along its cycle, from 
innovation stage to maturity, and the movement from innovation to the production stage 
in the host country. Along this process it incorporates the influences of home and host 
country on the level and location of outward investment. While product cycle 
hypothesis emphasises on a micro-type analysis, Kojima provides a macro-type 
approach by providing the industrial restructuring sequence of the investing country and 
how these structural changes determine the level and the sequence of outward 
investment. The location of investment then is determined by the influences of factor 
endowment and the industrial structure of the host country.
The product cycle theory still has some relevant features and is applicable to the 
economy of Indonesia although some modification of the original theory as put forward 
by Vernon in 1966 is necessary through dynamic integration with the flying geese 
hypothesis o f Akamatsu. Later Kojima (1978) modified this hypothesis by embedding 
the notion of comparative advantage and called it a ‘ catching-up product cycle ’}  This is 
particularly relevant in the case of Japan which is a major source of FDI, and the Asian 
NIEs, the new emergent investors in Indonesia. It is also relevant to the pattern of 
Indonesia’s industrial development. The dynamic interaction of these two hypotheses, 1
1 The difference between Vernon’s product life cycle and Kojima’s (1978,1995) catching-up product 
cycle, is that the latter involves structural changes and innovation o f  new products or services through 
three stages: productivity improvement, upgrading industrial structure, and the spread o f investment to 
neighboring economies; while product life cycle involved initiatives and innovation on the part o f the 
home (investing) country and the imitation o f that product by the host country. See Chapter 4 for details.
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the catching-up product cycle and comparative advantage, explain the determinants of 
FDI.
The majority sources of FDI in Indonesia are Japan, the US, the EU and more 
. 2
recently from the Asian NIEs. In the first phase of post war economic development 
Japan expanded its labour-intensive production and by 1960 export volumes returned to 
their pre-war level. In this period Japan’s economy resembled the economies of 
today’s Asian NIEs. As Ozawa noted (1979) Japan then developed its own specific 
advantages by imitating and modifying the matured existing products from developed 
countries according to consumer demand characteristics and local endowment. This is 
the first stage of the catching-up product cycle in Japan which reiterates the nature of 
the hypothesis, that is, the process of innovation and upgrading the efficiency of the 
existing product. Through this innovation and with the help of relatively low labour 
costs and high consumer demand, production expanded. In the second stage when 
efficiency improved, Japan started to expand to foreign markets. Japan’s exports entered 
neighbouring markets easily - China, Taiwan, Korea and Southeast Asian countries. The 
main exports of Japan in this period were labour-intensive products like textiles and 
other consumer products. This occurred soon after the war. When wage rates started to 
rise and erode competitiveness, Japan began to relocate its firms and set up foreign 
production to replace the previous exports.
With the rise of heavy industries in the mid 1960s, and as textile products and 
other labour-intensive products matured, the importance of these products declined 
(Yoshihara, 1994, p.20). At the same time Japan moved to the next step of industrial 
development and began to export heavy industrial products. At this stage labour­
intensive industries experienced the third stage of the product cycle. In this period Japan 
was obliged to relocate these industries, first, to the neighbouring countries of today’s 2*
2 As individual country, Japan and the US remain as significant investors. Only recently NIEs, as group 
o f four coutries, emerge begin to dominate. See Section 3.4 and Table 3.6 for further explanation.
Within only less than 7 years Japan’s economy had amazingly returned to the pre-war level 
(production, consumption, GDP per capita and other economic indicators) except for exports (Yoshihara, 
1994).
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NIEs and later to Indonesia and other Southeast Asian countries. In the post war period 
Japan faced another problem in exporting to these major markets. These countries, at the 
same time as Japan’s labour-intensive industries matured, had adopted import- 
subsitution policies. Thus, tariff-jump investment is another factor that caused outward 
FDI from Japan in this period. Another factor that encouraged Japan to relocated its 
industries to these countries is the existence of similarities, as suggested by product 
cycle hypothesis. These similarities can be considered in terms of geographic, cultural 
and historical proximities4 (Pangestu, 1980). Similarities are also found between Asian 
NIEs and other Southeast Asian countries in terms of geography, culture and social 
background, which also contributes to the recent upsurge in FDI outflows from those 
regions.
The big surge in Japanese investment in the Asian region in 1970s prompted 
Japanese economists to explain Japan’s MNCs activities. Ozawa (1979, 1992) 
emphasized a macroeconomic approach and focussed on changes to Japan’s industrial 
structures. Kojima (1973, 1978) took macroeconomic and comparative advantages 
approaches, and Yoshihara (1988) focussed on comparative advantages and the role of 
government. While product cycle hypothesis adopted a micro-economic approach, 
comparative advantage is a macro-economic type approach. Nevertheless, the effects are 
the same, namely the movement of production as its competitiveness is eroded, 
regardless of whether a whole industry shifted abroad or only the most labour-intensive 
products in that industry (Thomsen, 1993). These hypotheses observed that the 
industrial changes that took place in Japan have some consequent and sequential effects 
on neighbouring countries such as Taiwan, Korea, Singapore, and Hong Kong, and then 
at a later stage, other ASEAN countries (Indonesia, Malaysia, Thailand and 
Philippines). Such changes do not happen in a vacuum, but there exists an 
interdependence between countries as a result of change in industrial structure and
4 These similarities were also emphasized recently by Kreinin (1996) who observed similarities in 
population, openness, and the relative wages in the manufacturing sector between Japan and Asian NIEs 
which have enhanced the flow o f FDI from Japan.
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relative comparative advantages between investing and recipient economies. There is 
also mutual needs among these economies. There are demands from Asian NIEs and 
ASEAN countries for capital and other value added-producing assets to develop their 
economy while Japan is obliged and ready to supply those needs. Table 5.1 illustrates 
this point.
Table 5.1 Stock of foreign direct investment in East Asian countries 
(percent of total)
Recipient S o u r c e C o u n t r i e s
Host Countries (year) EU USA Japan NIEs Others
Japan (1990) 18.3 46.5 — 2.8 32.4
Hongkong (1989)a 14.7 32.4 29.9 2.2 21.9
Korea (1988) 9.4 27.7 52 3.8 7.0
Singapore (1989)a 28.7 33.2 30.7 — —
Taiwan (1988) 13.4 32.1 26.8 14.8 12.9
China (1987) 8.3 15.8 7.2 58.2 10.6
Indonesia (1994) 28.0 9.3 18.9 30.8 13.0
Malaysia (1987) 24 6.1 20.1 35.1 14.7
Philippines (1989) 11.2 55.7 14.5 9.5 9.2
Thailand (1988) 12.4 24.2 36.7 20.1 6.6
Vietnam (1989) 57.3 0.2 14.4 7.1 21.0
Note: a) refers to manufacturing only 
Source: Kreinin (1996); for Indonesia BKPM.
As the table shows, the direction of FDI flows in the East Asian region has been 
unidirectional, that is, flowing from relatively advanced countries to the less developed 
countries in the region. Japan received a significant portion of FDI from the US. It has 
only received a small amount of FDI from other East Asian countries, However, it has 
been a major supplier o f FDI flow into other countries in the region. For example, Japan 
accounted for 52 percent of FDI stock in Korea, 31 percent in Singapore, 37 percent in 
Thailand, and 27 percent in Taiwan. Similarly, Asian NIEs, beginning in the late 1980s
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and the early 1990s, have become significant suppliers of FDI to other Asian countries, 
but they have not been major recipients o f FDI from other countries in the region. The 
NIEs were the source of 58 percent FDI stock in China, 35 percent in Malaysia, 20 
percent in Thailand, and 30.8 percent in Indonesia.
The Kojima hypothesis put the emphasis on the need to relocate production 
because of changes to industrial structure taking place ill the home country, a process 
which created new comparative advantage between home and host country due to 
changes in factor endowment. The product cycle hypothesis emphasizes the need to 
relocate production because of loss of competitive edge as the product matures and the 
competition is eventually determined by price competition. Both hypotheses have 
ownership advantages; the product cycle emphasises product innovation and Kojima 
emphasises commercialisation of new product and the need to satisfy consumer demand. 
In a similar spirit to the product cycle but different in emphasis,5 *the FDI in East Asian 
region has also been described in terms of the ‘flying geese’ metaphor, where Japan is 
the lead country because of its advances in technology. The lead country combines its 
advanced technology with relatively low factor costs in the host countries which in turn 
makes the follower countries’ production more competitive in world markets and allows 
them to export the product from their Asian-based production to the home or to the third 
countries (Kreinin, 1996). As Table 5.1 shows, the source of capital for other Asian 
countries, particularly ASEAN, now has been taken over from Japan by Asian NIEs. If 
we look at the pattern of FDI-trade and the industrial changes in Indonesia, we seem to 
be able to confirm the above claim. FDI from NIEs is the leader among other major 
countries in Indonesia, overtaking Japan, the previous leader, in foreign investment 
flows the late 1980s or early 1990s. Kojima integrated the flying geese and product 
cycle under the name o f the catching-up product cycle, emphasising both innovation and 
structural changes.
5 Kwan (1994) differentiates the flying geese from the product life cycle as the former focusing on the
receiving country while the later concentrates on the behaviour o f  investing country.
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Ozawa (1992) supported the Kojima hypothesis by describing the history of 
Japanese FDI as falling into three phases. The first phase of direct investment roughly 
took place from the 1950s to mid 1970s, the second phase was from the mid 1960s to 
the mid 1980s, and the third phase was from the late 1970s to the early 1990s. In the 
first and the second phases, Japan begun to have current account surpluses which led to 
a strong appreciation of Yen. The Japanese government began to relax its control over 
outgoing FDI in 1970s. This policy led to a significant increase in FDI from Japan. 
Most Japanese investment in this period was exploitation of the relative cost advantages 
and was directed mainly at resource-based and manufacturing industries, particularly in 
Asian NIEs and ASEAN (Yoon, 1990). In the second phase nominal wage rates 
increased even further as a result of the Plaza Accord in 1985. Japanese wage rates in 
manufacturing jumped in the period 1985-1988, levelled off in the following two years 
and increased again in 1990. This trend roughly coincides with an increase in Japanese 
investment in the period 1985-1990, until it slowed down in 1991 (see figure 3.1 in 
chapter 3). Based on this description, Indonesia’s industrial development was in the 
stage of ‘the expansion o f  labour-intensive manufacturing\  Japan achieved this 
industrial development through its own capital without much help from foreign 
countries, while Indonesia, because of lack of capital, needs foreign capital either in the 
form of FDI, loan, or foreign aid.
6
Japan became a major investor in Indonesia from the 1970s until 1987. The 
sources of FDI changed significantly post 1987 when the share of the three leading 
investors (Europe, the US and Japan) declined in proportion and were replaced by that 
of the Asian NIEs, which has increased recently. Among the Asian NIEs, Hong Kong 
and Singapore have invested in Indonesia since the mid 1970s but the surge of their 
investment did not happen until the late 1980s. South Korea and Taiwan joined the *oil
6 Most o f  FDI flowing into Indonesian during 1960s and 1970s was from the US and Western Europe 
(United Kingdom, West Germany, Netherlands, and France). These investements were mainly resource- 
base FDI. US investment, for example, which grew rapidly in 1970s and in the early 1980s was mostly in
oil and oil-related industries.
It is argued that there are traditional links between ethnic Chinese in these two countries and in 
Indonesia.
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group of foreign investors in 1986 and in 1992 the share o f South Korea and Taiwan
8
exceeded Singapore's.
Therefore, as the US, Japanese and European firms move away from labour­
intensive and low-value added industries, their FDI in these sectors also declined. They 
were replaced by the next generation, Asian NIEs countries, which increased their FDI 
in manufacturing and became significant foreign investors in ASEAN-4 post 1987. The 
rise of Asian NIEs as major investors indicates that their economies are now in the 
position that Japan experienced in the 1960s and early 1970s when it relocated its 
labour-intensive industries overseas. This also indicated a change of economic and 
industrial cost structures in the Asia Pacific region. Before 1987 the amount of FDI 
from Asian NIEs was barely significant but the trend changed substantially after that 
period.
The shift o f product specialisation from Singapore to Malaysia and Thailand and 
then to other ASEAN countries (Indonesia and Philippines) confirms the catching-up 
product-cycle hypothesis. In the 1971-1974 period there was investment specialisation 
in Singapore in textiles and electrical products which were mostly exported. However, 
in 1976 when Singapore was experiencing high wage costs, textile industries moved to 
Malaysia and electrical producers shifted from labour-intensive to integrated-circuit and 
more technology and capital-intensive products. In Malaysia the electrical products 
industry was strong in 1976, but it declined in 1980. Malaysia then began to produce 
electronic components and in 1982 these industries made up one half of Malaysian 
manufactured exports. Electrical product specialisation was taken over by Thailand and 
Philippines. But in early 1982 Thailand began to specialise in electronic components 
and in 1982 electronic components made up 13 percent of Thailand manufactured 
exports (Pangestu, 1987).
This should be interpreted with caution as Singapore's investment in Indonesia may be understated. See 
foot note 5 in Chapter 3.
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Manufacturing investment, particularly in unskilled products, increased in the 
mid 1970s during which time Japan relocated most of its labour-intensive industries 
overseas. This occurred again in the mid 1980s when the Indonesian government 
introduced economic reforms to attract more foreign capital. Thee (1984, 1991) also 
reported that while the bulk of Japanese investment enjoyed the opportunity to exploit 
the domestic markets, in the 1990s Japanese firms also started to shift their import­
substitution investment to export-oriented investment as the government pushed in that 
direction. Thee further contended that KojimcC s hypothesis might be more applicable to 
recent Asian NIEs and ASEAN investment in Indonesia than to Japanese investment 
during the 1970s.
The composition of Indonesian exports also shows a structural shift from 
resource-based exports towards more labour-intensive and human-capital intensive 
exports. Exports of non-oil manufacturing products began to overtake oil and gas 
exports in 1991 with its share at more than 42 percent while the share of oil and gas was 
38 percent of total exports. Moreover, exports of labour-intensive products alone were 
almost as high as oil exports. In the future one would expect that this trend will continue 
and move toward technological and human capital intensive exports as labour-intensive 
industries mature.
Import composition also indicates the change in economic structure. For 
example the import of human-capital and technology-intensive products from Japan 
steadily increased, except in 1985 due to the effect of previous currency devaluation and 
import restriction measures taken by the Indonesian government. Many unskilled-labor 
intensive products, which presumably are standardized products, are already 
domestically produced, such as textiles, glassware, tools, electrical machinery, clothing, 
footwear and the like, so the need for its importation has tended to decline. However, 
exports of these products have been on the rise since the late 1980s .
In sum, according to the views elaborated above, the motive of Japanese 
investment can be explained by the dynamic framework of Kojima’s comparative
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advantage underlying the industrial restructuring sequence of the catching-up product 
cycle and Ozawa hypothesis which incorporate home country influences on the level of 
outward investment.
However, there are some phenomena about FDI that the product cycle 
hypothesis may not explain satisfactorily. As large firms now are able to develop global 
scanning capacities for sourcing and marketing world-wide, the predictive power of this 
hypothesis is declining. Many new products are marketed very quickly after their 
invention in home countries without waiting for the maturity stage (Giddy, 1978). 
Resource-based investment is also difficult to explain under the product cycle 
hypothesis as this type of investment does not involve the stages as suggested by the 
hypothesis. The other is that the hypothesis does not address properly the issues of why 
MNCs undertake investment overseas rather than licensing the systemic advantages 
MNCs have that enables them to overcome their inherent disadvantages vis-a-vis local 
firms and outcompete them.
Alternatives to this hypothesis have been proposed, as mentioned previously in 
this chapter. These are the industrial organization and internalization hypotheses. The 
first concentrated on the characteristics of MNCs which give them a net comparative 
edge over firms which might otherwise supply the same foreign markets. This 
hypothesis answers the question of how a firm overcomes its own disadvantages and 
why a firm can outcompete other firms. The second hypothesis considers the advantages 
of creating internal markets for firm-specific assets of MNCs rather than to sell in 
external markets. This theory, called internalisation theory, answers the question of why 
the firm does not want to licence production to local firms in host countries. While these 
two theories do not answer the question of where the firm-specific advantages were best 
exploited, the product cycle theory provided this answer. Combining the three theories, 
Dunning proposed a general theoretical framework for FDI which he called the eclectic 
paradigm  and claimed that his paradigm is applicable to most types of investment and 
locations.
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Proponents of the industrial organisation and internalisation theories claimed 
that although these theories originally applied to American firms, they had become 
relevant to Japanese firms as well in the second phase of Japan’s industrial restructuring 
as Japanese investment gradually shifted from cost-advantage based industries to 
knowledge-based industries. At first most Japanese investment took the cost advantage 
in developing countries. As the wage rate and production costs in developing countries 
increased, Japanese investors shifted from resource and cheap-labour industries to 
technology-based investment production in industrialised countries such as the US and 
Western Europe.
American direct investment can be understood using this hypothesis. American 
FDIs remain substantial overseas including in Indonesia even though American has a 
large external deficit, and they are not strongly seeking cost advantage such as cheap 
labour or land cost in the developing countries. What drives them is the specific know­
how that can allow them to outcompete local or other foreign competitors. Even though 
American investment has now been overtaken by Asian NIEs, the percentage share of 
American investment in Indonesia during the last 17 years has remained relatively 
stable, around 15 percent (BKPM, 1995). This means that the amount of US investment 
remained high in absolute value throughout 1994. This figure would be much higher if 
oil and financial sectors were included in the official report of BKPM. A large of US 
investment is in oil and oil-related industries and in the financial sector. Investment in 
this sector is intended to maintain technical advantage rather than to secure the resource 
supply.
In summary, this study uses the dynamic catching-up product cycle and 
comparative advantage hypothesis and Dunning’s eclectic paradigm to analyse the 
phenomena of foreign direct investment in the Indonesian case as these two theories 
offer greater advantages and are more relevant to the Indonesian case.
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5.3 FDI-trade relationship
In chapter 4 we explored the export effects o f FDI. Current mainstream literature 
tends to agree that FDI is complement to trade. As MNCs become more internationally 
integrated, the basis for trade also tends to change from traditional factor endowment to 
more country-specific assets and capabilities that can be created, in which FDI plays an 
important role. The purpose of this section is to lay down a theoretical framework and 
justification for the FDI-trade relationship.
Historical observation shows that there is a close link between trade flows and 
FDI. Initially FDI is related to trade interests. Foreign markets tend to be serviced by 
exports until overseas production or direct control of overseas investment becomes 
viable. After domestic production continues for a while, exports become feasible as 
efficiency improves and then two way trade will occur among countries. This is partly 
because foreign production cannot take place without some trade in intermediate goods 
(say, management or technology) and a country can not produce every thing it needs. As 
explained in Table 4.1, FDI may affect trade either directly by providing market access 
(for example, export-oriented FDI where the host country is used to provide export- 
based production), or indirectly by gradually improving the comparative advantage of 
domestic industries through changing factor endowments, providing complementary 
assets, fostering backward and forward linkages, improving the division of labour, and 
stimulating local rivalry. The data strongly supports the idea that MNCs or their 
affiliates tend to concentrate in trade-intensive sectors and encourage more trade in 
those sectors. Empirical results also support the proposition that MNCs tend to engage 
in trade more often than domestic firms (UNCTC, 1991; Dunning, 1993).
In the case o f Indonesia the linkages between FDI and trade can be illustrated by 
the trends o f trade and FDI, based on balance of payments figures, in Figure 5.1. It 
obviously indicates the linkage between trade and FDI, except during the mid-1970s 
when the economy was in a rehabilitation recovery, a transition from the old to a new 
government. Otherwise the two trends move in a similar fashion.
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Figure 5.1 The relationship between FDI and trade
Source: World Table, based on Balance o f Payment
Kojima (1995) suggests that pro-trade FDI complements rather than substitutes 
for trade. The basis for this proposition, as mentioned in chapter 4, is that a country 
gains even more from expanded trade when superior entrepreneurial endowments are 
transferred through MNCs from the home countries’ comparatively disadvantaged 
industries in such a way as to improve the efficiency of comparatively advantaged 
industries in the host countries and to contract comparatively disadvantaged industries 
in the home countries. Kojima’s proposition can be illustrated in Figure 5.2.
Assume two countries, 1 (Japan) and 2 (Indonesia), two industries, X (labour 
intensive) and Y (capital intensive), and two factors of production, capital and labour. 
Japan imports X from and exports Y to Indonesia. Japan produces both goods at given 
wage rate, W b measured in Yen. The relative wage rate is E*(W1/W2), depicted on the 
horizontal axis, where W2 is the Indonesian wage rate and E is the exchange rate, 
Yen/Rp. Prices of good X (Px) and Y (Py) are also measured in Yen, depicted on the 
vertical axis. Line / - /  illustrates that the price of good X (Pxl) equals the price of good Y 
(Pyi), or Pxl=Pyi. Lines X -X  and Y-Y depict Indonesian cost curves for goods X and Y
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respectively which are converted to Yen at the prevailing rates. The cost curve Y-Y  is 
higher than the X -X  because the production costs of good Y are higher in Indonesia, as 
this industry is assumed to be relatively capital intensive.
Figure 5.2 Impacts of FDI on trade
Source: Adapted from Kojima (1995)
Assuming a given E and and W2, Japan’s cost curve for producing both 
goods X and Y is illustrated by point 1 at cost Pxl= Pyi. Under the same assumption 
Indonesia’s autarky cost curve for producing good X is at point 2, cost P^, while the 
autarky cost of producing good Y is point 3, or cost Py2. Thus, P ^  < Pxi and Py2 > Pyi, or 
Px2/Py2 < Pxl/Pyi. In other words, Indonesia has a comparative advantage in producing 
good X. Following the trade’s comparative advantage principle, if Indonesia exports X 
and imports Y, both countries will gain from trade. Assuming balanced trade, the new 
equilibrium price of good X will be between Pxl and Px2, say arbitrarily at Px, while the 
equilibrium price of good Y is between Pyi and Py2, (Py). At Px, the new equilibrium in 
the X market is determined at point b which yields wage rate W’, higher than the
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original one. This is a gain for Indonesia from trade. Similarly, at point 6, Japan also 
gains, a larger volume of good X at lower cost. New equilibrium in the market Y is now 
at a.
Now we introduce pro-trade FDI - Japanese investment in Indonesia. Assuming 
that this investment enhances labour productivity, the cost curve of Indonesia’s industry 
X will shift to X ’-X ' and the cost now is at point 2’. The large difference in prices 
(between point 1 and 2’) creates more trade between the two countries. If international 
prices prevail at Px, the post-FDI equilibrium will be point c with Indonesia’s wage 
further increasing to W ” . Thus, the pro-trade FDI reinforces the traditional gain from 
trade with productivity increases.
5.4 Model specification
This section firstly deals with the model specification of this thesis, and 
secondly elaborates the reasons for variable selections for the models. There are three 
models to be specified: (i) a model for determinants of FDI for aggregated 
manufacturing and for disaggregated industrial levels; (ii) a model for determinants of 
FDI by country source, Japanese and American; and (iii) a trade model to analyse the 
FDI-trade relationship.
Based on the theoretical framework developed in this chapter we define a model 
for determinants of FDI that is able to capture the nature of the catching-up product 
cycle, Kojima’s and Dunning’s hypotheses. The task of translating the concepts of these 
theories into a concrete regression model is by no means straightforward, owing largely 
to the unavailability of suitable data and difficulties in formulating the concepts into 
reasonable variables. In this model a dynamic framework is used to explore the 
relationship between investment and trade to capture the features of the catching-up 
product cycle hypothesis. In this hypothesis FDI would follow exports to maintain the 
share of overseas markets. In other words firms will shift production first to the export 
markets and later in the next stage shift to LDCs as price competition becomes
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dominant. To capture this feature a trade variable (export and import) will be 
incorporated in the model to see how this variable affects FDI.
According to Kojima’s hypothesis, capital movement is influenced by the 
existence of different comparative advantages between investing and receiving 
countries. These comparative advantage differences arise from changes in economic 
structure. Changes in economic structure are caused by, among other things, changes in 
factor endowment and cost structure in the economy. These features are captured by 
incorporating, for example, factors prices (either labour or capital), exchange rates, and 
interest rates, either in home or host countries. These factors could reflect changes in 
industrial structure and differences in comparative advantage between investing and 
receiving countries.
Apart from the relative differences in comparative advantage between two or 
more countries, locational advantages for the host country are also important for 
attracting FDI. The size of domestic markets, economic growth, political stability, and 
the openness o f the country are among common variables used to capture these features. 
We use GDP, manufacturing value added (VA) and openness of trade regime (OPEN) to 
reflect these characteristics. It is argued that potential large domestic markets are also an 
important motive behind Japan’s FDI to Indonesia, particularly during the period of 
import-substitution policy.
Taking into account all the above factors, accordingly, we propose a general 
model for FDI determinants as follows:
(5.1) FDI = f  (X , M, WGf , WGd, ER, GDP, VA, OPEN) 
where:
FDI = total foreign direct investment in manufacturing, all investing countries
X = total export value of manufactured products, from Indonesia.
M = total import value of manufactured products, to Indonesia.
o
Chapter 7 will further elaborates this topic.
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WG = unit cost o f labour in home country, Japan or America, for short we 
call it labour costs
WGd = unit cost o f labour in host country, Indonesia 
ER = exchange rates, domestic/foreign currency 
GDP = gross domestic product, Indonesia 
VA = value added in manufacturing, Indonesia 
OPEN = percentage of trade over GDP, Indonesia
Equation (5.1) assumes a trade off between trade and investment over the 
product life span; overseas production would only be an alternative if the marginal cost 
of producing abroad is less than marginal revenue plus marketing cost at home. If this 
condition is fulfilled then overseas markets would be serviced by local production rather 
than by exports from home-based production. In addition to servicing domestic markets, 
the firms could also service third country markets. It is suggested that many MNCs have 
utilized East Asian countries for export-based production and market the products to 
third countries such as America and Europe. Taking this point into consideration, export 
(X) in the model (5.1) above is not only to the home country but also to third countries 
from affiliate production in Indonesia. Variables unit cost of labour of home and host 
country and exchange rates capture the existence of relative comparative advantage 
between countries as suggested by Kojima. For example, the rise of production costs in 
Japan as a result of industrial changes has created a new comparative advantage between 
home and host countries. Labour costs, together with variables GDP, value added, and 
openness of the trade regimes, are also to intended to capture the locational advantage of 
the host country that may be responsible for attracting FDI inflows. Equation (5.1) will 
also be applied to analyse the determinants of FDI at industry levels, namely unskilled 
labour-intensive, human-capital and technology intensive industries.
Different countries’ sources of FDI may be determined by different factors. The 
literature suggested that comparative advantage and firm-specific advantages are among 
the driving forces behind the inflows of FDI. Previous research has used intensity of
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research and development (proxied by R&D expenditures), advertisement expenditures, 
productivity and skills of workers in a particular industry to capture the firm’s specific 
advantage. Due to limited data available, in this study we use only productivity and 
skills of manufacturing workers to capture these particular aspects. Thus, for 
determinants o f FDI from the investing countries, Japan and America, we have the 
following model:
(5.2) FDI = f  (X, M, TI, WGf, WGd, ER, GDP, OPEN, SKIL, PDV)
where TI is trade intensity between investing and receiving countries of FDI. SKIL and 
PDV are the skills and productivity of workers in the manufacturing industry of the 
investing country. Except for GDP and OPEN, which refer only to Indonesia, all other 
variables now refer to respective source countries (Japan and America), and are defined 
similarly to those in equation (5.1). TI is included to capture the effect of the trade 
relationship on FDI. The purpose for including SKIL and PDV variables in the above 
equation is to capture the possible differences between Japan and American FDI in 
terms of the firm’s specific advantages. As Kojima claimed, Japan’s FDI inflows are 
driven by comparative advantage while American’s FDI are driven by firm specific 
advantages such as superior technology, high productivity and skilled workers.
Equation (5.2) can also be examined from the perspective of Dunning’s eclectic 
paradigm. SKIL, PDV and TI variables reflect the firm’s ownership advantage, while 
WG, GDP, ER, and OPEN variables indicate the locational advantage of the host 
country. Thus, this equation can be used to test both the hypotheses of Kojima and 
Dunning. Further discussion on this is presented in chapter 6.
The second objective of this thesis is to examine the role of FDI on trade, 
particularly exports. To achieve this objective export and import functions are specified 
that incorporate FDI as an independent variable. Export functions can be seen from two 
sides:/?™/1, from the demand side and the second, from the supply side. In this study the 
focus is on the export supply on the basis that the rapid change in the economic and
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industrial structure of the Indonesian economy during the last two decades has been 
significantly induced by supply side changes. The changes, as explained in previous 
chapters, are initiated by policy intervention in the mid 1980s but in the later stages the 
changes are augmented as business in the Asia Pacific region is booming. The second 
reason is that the size of the Indonesian economy is not large compared to its trading 
partners in the Asia Pacific. Major destinations for Indonesian exports are Japan and the 
US. For these two economies, Indonesian exports represent only a small amount of their 
total imports, so that it is assumed that it cannot significantly influence international 
prices. In other words Indonesia can be assumed to be a price taker in manufacturing. 
Under this assumption we can analyse the export function from the most relevant aspect, 
that is, the supply side.
Traditional theory relates the volume or value of a country’s export supply to the 
ratio of relative export prices and domestic prices and the productive capacity of the 
exporting country. In addition to these variables, Muscatelli (1995) extends the 
independent variables by including capital stock and variable costs in his export supply 
function. We follow Muscatelli with some modifications in order to be relevant to the 
Indonesia economy and reflect the purpose of this study. For capital stock we include 
FDI in our export supply function and for variable costs we choose labour cost (WG). In 
addition to FDI, gross domestic investment (GDI) is also included. The model now 
becomes:
(5.3) X = f  (FDI, GDI, , WGd)
where:
GDI = gross domestic investment, Indonesia
PX = domestic export price indices, in US dollars
ER = nominal exchange rate, ratio of domestic currency (rupiah) to US dollar.
PD = domestic price indices, in Rupiah.
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The reasons we include FDI as an explanatory variable are twofold: firstly, as it 
is the aim of this study, we would like to see and test the relationship between FDI and 
exports. As some of the literature suggests if FDI is preceded by trade, that is, as long as 
trade is still feasible and profitable, there is no need to move the production base 
overseas. However, other economists suggest that trade could be a function of FDI too. 
The move of FDI overseas is not necessarily triggered by trade, as suggested by the OLI 
theorem of Dunning among others. FDI takes place because of the existence of 
ownership and location advantages, and the need to internalise specific advantages 
within the companies. Secondly, the conventional trade function may not represent the 
realities of the current economies, particularly in the Asia Pacific region, where FDI 
from Japan followed by FDI from the Asian NIEs and the US have played a significant 
role in regional trade and will continue to do so in the near future. Lii (1994) suggested 
that Japanese FDI is mistakenly omitted from trade models in Asia Pacific economies. 
So far there has been no investigation into the relationship between exports and FDI in 
the Indonesian case. Lii’s study is one of the rare pieces of empirical research which 
investigates such relationships for the case of Japan’s FDI in the Asian developing 
countries. Different from Lii’s study, the present study also includes America’s FDI but 
with indepth focus on the Indonesian case.
Likewise, the import function can also be divided into two: import demand and 
import supply functions. For the same reasons as for export, only import demand will be 
considered and world import supply is not specified. World import supply for Indonesia 
is relatively small compared to Indonesia’s trading partner’s import supply, so that 
quantity and price can be assumed not to be determined simultaneously. Thus, import 
demand can be specified separately.
A conventional import demand equation relates the volume or value of imports 
demanded by a country to the ratio of import prices to the domestic prices and to 
domestic income. Since it is our purpose to assess the effect of FDI on imports
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demanded, an FDI variable is included in the equation. The import demand function has 
the following form:
(5.4) M = f  ( FDI, GDI, , GDP)
M denotes total imports of manufacturing and PM denotes import price indices 
in dollars, other variables are similar to those in the export supply function. Like the 
export supply function, we include in this import demand function FDI and GDI 
variables for the same reasons. This import demand function will be further discussed 
in Chapter 7.
5.5 Econometric approach
In estimating time-series models, the time series properties of the data will have 
an important influence on the specification of the model and the choice of the estimator. 
Most economic analysis based on time series data assumes that the data are being 
generated by a stationary stochastic or stationary random process. A stochastic process 
is said to be stationary if its mean and variance are constant over time and the value of 
covariance between two time periods depends only on the distance or lag between the 
two time periods and not on the actual time at which the covariance is computed 
(Gujarati, 1995, p. 713). If one or more of the above conditions are not fulfilled the 
process is nonstationary. However, recent developments on time series analysis cast 
serious doubt on the conventional assumptions of stationarity of time series data. There 
is substantial evidence in the literature recently to suggest that most macro economic 
data are not generated by stationary process.
The empirical consequences of using conventional estimation procedures when 
the data series are nonstationary is documented by Granger and Newbold (1974, 1986). 
Running regression when the time series data do not satisfy the stationarity assumption 
simply leads to ‘meaningless’ or 4spurious results’ indicated by high R and low 
Durbin-Watson statistics. In simple terms 4spurious results' mean that the regression
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results look good but further probing reveals ‘nonsense correlations' or at least results 
look questionable. This is more likely the case when two or more integrated series are 
used in regression. Granger and Newbold further suggest that conventional t-tests of the 
regression coefficients are highly misleading. Phillips (1986) also shows that the 
distributions of the t and F tests do not converge as the sample size increases, so there 
are no asymptotically correct critical values for conventional significant tests. In 
addition, DW test statistics converge to zero. Thus, there is a problem of wrongly 
concluding that there exists a positive relationship among unrelated non-stationary 
variables. The problem may increase rather than lessen as the sample size increases.
To overcome this problem econometricians advocated differencing the series in 
order to achieve stationarity prior to estimating regression models in short-run dynamic 
analysis (Box and Jenkin, 1970). However, while this practice is acceptable statistically, 
the big problem with this method is that by differencing the data it may lose an 
important long-term relationship embedded among the level of the data series postulated 
by economic theory. Hendry and Mizon (1978) and Davidson et. al (1978) criticize this 
method and argue that by this method it is impossible to infer the long-run steady state 
solution from the estimated model, because of the loss of valuable long-term 
information from the data series. They further suggest that it is not necessary for all 
variables in the regression to be stationary. All that is required is for the conditional 
distribution underlying the regression analysis to be stationary. Series that are linked 
together and form an equilibrium relationship in the long run will move closer together 
over time and the difference between them will be stable or stationary. These variables 
are then considered cointegrated where variables evolve together in unison and 
synchrony (Gujarati, 1995). The desire to evaluate models which combined both short 
run and long-run properties and at the same time maintain stationary in all the variables, 
has prompted a reconsideration of the problem of regression using variables measured in 
their levels (Charemza, et al., 1992).
Chapter 5 Theoretical framework 142
The formal concept of cointegration follows from the work of Engle and 
Granger (1987). If a series must be differenced d  times before it becomes stationary, 
then it contains d  unit roots and is said to be integrated of order d, denoted by I  (d). A  
vector of variable X t is said to be cointegrated if:
(i) each element of X t has the order of integration I  (<7), and
(ii) there exists a vector p such that $ X t=Zt i s I  (d-1).
Thus, in the case of cointegration, if all variables of X t are in 7 (1), some linear 
combination would exist which generates an 7(0) variable. If, for example, two variables 
X and Y have each integrated of order 7(1) and its linear combination is 7(0) then they 
can be cointegrated. In this case, regression on the levels of the two variables will be 
meaningful, that is, it is not spurious and we do not lose any valuable long-term 
information, which would be the case if differenced variables are used in regression.
Therefore, before the estimation process of cointegration, it is important to know 
the properties of the time series data being used; because for series to be cointegrated, 
they must have comparable long-run properties. Several statistical tests have been 
developed to test the order of integration or the presence of unit roots in time series data. 
In this study we use Augmented Dickey-Fuller (1979) procedure with pth order which is 
specified as follows:
(5.5) AXt = a0+ ccjT + a2 XM + ¿  AXm + pt
i = l
where A is the difference operator (AXt = Xt - XM), T is time trend and pt is the error 
term which is empirically white noise. The selection of lag length is determined on the 
basis of Lagrange Multiplier tests for serial correlation to achieve residual white noise. 
The null hypothesis of the ADF procedure is that a series does contain a unit root (i.e., 
non-stationary) against the alternative of stationary, that is 77(0): a 2 = 0. Note that under 
the null hypothesis, a 2 does not have standard t distribution. In order to overcome this 
problem, MacKinnon (1991) computed the critical values for ADF tests using response 
surface estimates. These critical values are provided in TSP econometric software .
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Another important result from cointegration analysis is the Granger 
representation theorem (Engle and Granger, 1987). This theorem states that for any 
cointegrated series there exists an 4 error correction representation ’ of the series which 
is not subject to the ‘spurious5 regression problem. The converse is also true that in 
order for any error correction model to be free from the ‘spurious’ regression problem 
there must be a set of level variables which cointegrate and give a stationary error term. 
So, if some or all variables are integrated of the same order then the series are 
cointegrated and the appropriate procedure to estimate the model is the error correction 
procedure. The advantage of the error correction model (ECM) is that it minimizes the 
possibilities of spurious regression and at the same time it retains the valuable long-run 
information from the level variables (Hendry, 1986; Pagan and Wickens, 1989). 
Another advantage is that it incorporates long-run relations as well as all the dynamics 
in the models.
Engle and Granger suggest the method for analysis of cointegration and error 
correction model is a ‘ two-step procedure \  it involves two steps. The first is estimating 
the long-run static model. If the residuals from this equation are found to be stationary, 
there exists a long-run relationship between independent and dependent variables, in 
other words the variables are cointegrated. In the second step the residual from the 
equation in the first step is used as an independent variable in a dynamic short-run 
model.
The second method of modelling ECM is suggested by Phillips and Hanson 
(1990) and is called ‘fully-modified OLSprocedure ’. Unlike the Engle-Granger two-step 
procedure, this method takes into account the short-run dynamics in estimating the 
cointegration vector. The procedure similarly uses residuals from long-run static 
regression as an additional independent variable in the dynamic short-run model to 
capture the adjustment toward long-run equilibrium.
Another alternative procedure to estimate cointegration or ECM is Johansen’s 
(1988) maximum-likelihood method. In theory, this method has an advantage over the
Chapter 5 Theoretical framework 144
two previous procedures, in that it can identify the existence of more than one 
cointegrating vector. Additionally this method takes into account short run dynamics in 
estimating cointegrating vectors and unit roots are explicitly incorporated in the 
specification. However, the small sample property of this method is still unknown. 
Recent applications o f this method by Hall (1991) have encountered at least two 
practical problems. First, both the trace and determinant test statistics used to determine 
the degree of cointegration and estimates of long run relationships are very sensitive to 
the choice of lag length for vector autoregressive (VAR). Secondly, severe collinearity 
may emerge between some of the regressors, particularly when dealing with VARs of 
reasonable size. This in turn renders the estimates of long-run elasticities even more 
sensitive to the choice of lag specification (Athukorala et al, 1995).
In light of these procedures, Davidson (1978) and Hendry (1986) proposed a 
general autoregressive distributed lag (ADL) incorporating a once-lag dependent 
variable and adding lagged independent variables up to the point where a sufficiently 
complex dynamic specification will result in white noise residuals. This ECM type may 
contain variables in both level and differences and captures both short-run and long-run 
relationships. In the case of a finite sample, Inder (1993) and Kremer et al (1992) 
suggest that the use o f Unrestricted ECM  gives better overall statistical results than 
either the two step Engle-Grange procedure or the modified estimator of Phillips and 
Hanson. Demetriades and Luintel (1996) also recently used this procedure in their 
investigation of financial and banking sector in India and found that the model gave 
better results. The ECM estimator is obtained by estimating long-run parameters in an 
Unrestricted ECM  specification which incorporates all dynamics (Banerjee, 1993). In 
this study we follow this procedure.
The specification of the ECM process is carried out by using the dynamic 
specification as generally as the constraints of data and sample allow. The use of the
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4general-to-specific' modelling10 is effective because the inclusion of several variables 
and their lags as regressors increases the chances of obtaining a cointegrated set of 
regressors. The independent variables may take the form of differenced as well as level 
variables. Thus, the general formulation of the conditional process for foreign direct 
investment is the following:
(5.6) A Y t = Z Ajj ÀYt.j + Z A2i AVt.i + Z  A3i Y t-i-X V t-i +&
i=l i=0 i=l V i=l J
where Y is the vector of FDI, V is the vector of all explanatory variables and A is the 
vector of parameters. Error correction mechanism (ECM) is captured by the deviation of 
dependent and independent variables and the test for cointegration is t-ratio of its 
parameter, A3. Variables in the ECM term are level variables, rather than differenced. 
We use this model in our econometric analysis for estimating the determinants of FDI in 
chapter 6 and for estimating the export supply in chapter 7. In other words, this 
procedure is applied for estimating the previous equations (5.1) - (5.4). This general 
model is then tested down using OLS, by successively eliminating statistically 
insignificant independent variables and imposing the data-acceptable restrictions on 
regression parameters until the final parsimonious dynamic equation is achieved.
5.6 Conclusions
This study will utilise the hypotheses of catching-up product cycle together with 
Kojima’s and Dunning’s eclectic paradigm to analyse the phenomenon of foreign direct 
investment in Indonesia. Based on the explanation above, these three theories give more 
advantages and are more relevant to Indonesian case. According to the views elaborated 
above, the motive of Japanese investment can be explained by the dynamic framework 
of Kojima’s industrial restructuring sequence and catching-up product cycle together 
with Vernon who incorporates home country influences at the level of outward
10 General-to-specific modelling is a model building method starting with a general one and subjecting it 
to a sequence o f tests o f restrictions to determine if  there is an acceptable specific model (Hendry, 1980; 
Hendry and Mizon, 1978).
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investment. Ozawa stressed industrial changes, Kojima translated this concern into its 
consequences by emphasizing comparative advantages, while Vernon looked at 
individual products. However, the three are complementary to each other as the effects 
are relatively similar. FDI from the US will be examined from other angle as this FDI is 
considered different from that originating in Japan as suggested by Kojima and Ozawa. 
In this case the Dunning’s eclectic approach will be used in analysing the FDI 
determinants.
FDI and trade are closely related to each other, as these are two means to service 
foreign markets. Most literature supports the view that FDI and trade complement rather 
than substitute for each other, particularly those FDI which are induced by the existence 
of relative comparative advantage between investing and receiving countries as 
suggested by Kojima. This FDI will reinforce the trade between the two countries.
The models are specified, based on the theories elaborated previously. There are 
three models specified: models for FDI determinants of aggregated manufacturing, 
country sources of FDI, and analysis of trade-FDI relationships. The econometric 
approach used is the cointegration and the unrestricted error correction model (UECM). 
This approach can minimize the possibility of spurious relationships and at the same 
time retain the information on long-run behavioural relationships among key variables 
of interest.
CHAPTER 6
DETERMINANTS OF FOREIGN DIRECT INVESTMENT
6.1 Introduction
Chapter 5 has discussed the theoretical framework for determinants of FDI with 
a theoretical background derived from the Vernon, Kojima and Dunning hypotheses. 
Simple models capturing features of these hypotheses have also been developed. This 
chapter will deal primarily with model estimations, empirical results, and interpretations 
of the models of determinants of FDI specified previously. This chapter is to test the 
hypotheses regarding FDI determinants in Indonesia. Two hypotheses are to be tested: 
firstly , the determinants of Japanese FDI in Indonesia follow the hypotheses of the 
catching-up product cycle and comparative advantage as proposed by Vernon and 
Kojima respectively. Secondly, FDI from the US, however, tends to follow the eclectic 
paradigm of Dunning.
This chapter is organised as follows: section 2, data and variable description and 
definitions are defined; section 3, the determinants of manufacturing FDI will be 
examined after the properties o f times series data are tested for unit roots. This is the 
first step in the cointegration and error correction mechanism. Section 4, the 
determinants o f FDI, based on disaggregated manufacturing data (broken down into 
industrial sectors) are estimated. The sectors include the unskilled labour-intensive, 
human capital-intensive, and technology-intensive industries. In section 5, determinants 
of FDI are estimated based on the source countries of FDI and the characteristics and 
pattern of FDI from two major source countries: Japan, and the US are compared, and 
the final section, 6, summarizes the major findings of this empirical study.
Chapter 6 Determinants o f FDI 148
6.2 Data Descriptions, Variable Definitions and Selections
Data Descriptions. There are some important points to mention regarding the 
characteristics and limitations of the data set we use. There two sets of FDI data series 
in this study; the first data set covers the period 1980-1994 and second 1970-1994. The 
reason for having these two sets is because disaggregated-FDI data by industry was 
obtained only from 1980. Prior to this period it was not complete and it was impossible 
to get to get a consistent and reliable data series. Therefore for the industry-level 
analysis we use this first data set, the 1980-1994 period, because this data is not only 
disaggregated by industries but also provides other important information such as export 
orientation, employment, etc. As the upsurge of manufacturing FDI started to enter the 
country in significant quantity in the late 1980s (when the import-subsitution policy was 
abandoned), therefore, it is plausible to use this data set in the present study so that we 
are able to see the effects of the export-oriented policy on the economy. Before that 
period most FDI was mainly concentrated in natural-resource production, such as oil 
and mining.
The second data set (1970-1994) covers both the period of import-substitution 
and export-oriented policies. However, this data is not disaggregated, and does not 
provide as detailed information as the first set of data. Therefore, for the analyses of 
aggregated manufacturing FDI and country’s source of FDI we use this data. Using this 
data we are able to see the effect of import-substitution as well as export-oriented 
policies on the economy. All other data such as trade, prices, GDP, and other indices are 
available from 1970 until 1994. Details of data sources, descriptions, and 
transformations are presented in Appendix B.
Another point worth mentioning is the data classification system. Two main data 
sets, FDI and trade, are published according to different classification systems; FDI data 
is in International Standard Industrial Classification (ISIC) and trade data is in Standard 
International Trade Classification (SITC). To relate these two systems we use a
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concordant Table as suggested by Krause (1982), Tyers and Phillips (1984) and Ariff 
and Hill (1985). Details of this concordance is presented in Appendix C.
Variable definitions and selections. Definitions of variables and the reasons for 
choosing those variables are described in order:
FDI. In this study we use stock of FDI for manufacturing, industries and source country 
(Japan and America) as a dependent variable. An interdependent relationship would 
exist between FDI and some explanatory variables, for example, between FDI and 
exports and imports. The effect of capital on exports or imports does not only arise from 
the current capital flow, but more importantly from the cumulative capital (stock of 
capital) that already exists. To capture the relationship between the capital and the goods 
produced (which are exported), the cumulative data may give better results than the flow 
data. Since the initial capital stock data for disaggregated industry is not available, the 
following procedure is used:
(6.1) Kt = I t + ( l-5)Ko
where Kt, It, K0, and 5 denote capital stock, investment flows, initial capital stock and 
depreciation rate respectively, each at year t. It will be easy to estimate the capital stock 
if the initial stock of capital is known a priori. The total capital stock, domestic and 
foreign capital flows for all economic sectors have been available for Indonesia since 
1950, estimated by the World Bank. However, the figures are not available for foreign 
capital and nor are they classified by industry. For that purpose we have to rely on 
estimation. The estimation method for the initial capital stock is given in Appendix D.
We group independent variables into three categories: (i) Variables reflecting the 
domestic factors that may attract FDI inflow to Indonesia. This category includes GDP 
and the degree of openness of the country (OPEN), (ii) Variables reflecting the relative 
comparative advantage between investing and receiving countries. This group includes 
wage costs (WG) and exchange rates (ER). (iii) Variables reflecting the dynamic 
relationship between FDI and trade. In this category we include exports (X) and imports
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(M). The first and the second variable groups reflect the pull factors and the changing 
comparative advantage in the host country, Indonesia. Later, we will disaggregate 
manufacturing FDI based on the various source countries to further identify the relative 
differences in comparative advantage between the home and the host countries. 1 The 
third variable group is intended to capture the dynamic relationship between FDI and 
trade. As suggested by the catching-up product cycle hypothesis, trade and FDI are 
closely related. Foreign markets are serviced by exports until it is viable to set up 
foreign production or until the market share is threatened by competitors. Another 
dynamic relationship is that of efficiency-seeking FDI where there is a need to allocate 
the transaction and production activities to different locations in the region to better 
exploit the relative comparative advantages of different locations in a closely related 
region. The explanation of each independent variable is as follows.
GDP. Measures the size of domestic markets. This variable is widely used in empirical 
studies and will capture the attractiveness of host country and the orientation of FDI, 
either export or domestic oriented.
VA, we can also use manufacturing value added in place of GDP which may also reflect 
the potential of the host country to generate a reasonable rate of return from the 
investment.
WG/VA, the factor price of labour which is unit cost of labour. It is measured by the 
ratio of wage costs to value added in manufacturing. This variable would reflect the 
change in locational advantage of the host country. Labour-intensive industries are 
particularly sensitive to cost advantage.
ER. Nominal effective exchange rate which would reflect the cost advantage of the host 
country due to different currency power as proposed by Aliber (1970).
OPEN. It is measured by the ratio of trade over GDP in percentage. This variable 
reflects the various trade regimes and economic policies over the course of the economic
1 In section 7.4 we will deal with this issue where models are specified capturing factors in two source 
countries (home), Japan and the US, and host countries.
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development of the country. It is found in many studies that the open policies of the host 
country have a significant effect on the flow of foreign capital.
X  and M, export and import variables would capture the link between trade and FDI 
where the FDI may take the cost advantage of a host country for export-based 
production, or to improve efficiency and better service the regional markets. Thus, it 
would also capture the global strategy of MNCs in relation to regional integration of 
their procurement, production, and marketing.
SKIL  and PROD. These variables reflect the ownership or firm-specific advantages of 
FDI, especially American FDI. SKIL reflects the skills of workers and is defined as total 
value added per employment in manufacturing, both in indices. PROD reflects the 
productivity of workers and is defined as the ratio of value added per worker to wage 
rates in manufacturing (Hasan, 1981).
6.3 Determinants of Foreign Direct Investment: Manufacturing
The objective of this section is to discover the determinants of FDI in 
manufacturing, that is, to identify the factors that have been attracting FDI flows into 
the manufacturing sector in Indonesia. In this section we apply those theories explained 
in Chapter 5, to see how the determinants of FDI can be explained in the context of the 
Indonesian economy. Theoretically, the factors affecting FDI will be different from one 
industry to another and from one location to another. The differences could also come 
from differences in country sources, the size of companies, the technology used, etc. 
Taking this into account the analysis in this section will be focused only on the 
aggregate manufacturing sectors, and FDI at the industrial level and country sources of 
FDI will be taken up in sections 6.4 and 6.5.
Before proceeding to estimate the equations, there is an initial step to be taken 
by checking the stationarity of each of the variables to be used in the estimation. The 
test of stationarity, called a unit root test, is important, since most economic time series
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data do not usually move in a stationary process 2 . In this study we apply the widely- 
used Augmented Dickey-Fuller (ADF) tests to check the existence of unit roots. The test 
results show that all variables have unit roots since all of the coefficients are less than 
the critical value and will be stationary after the variables are differenced. Test results 
are reported in Appendix E. The optimal lag lengths are achieved when the residuals are 
not serially correlated (white noise). Contrary to most of the common findings, 
exchange rates are found to be nonstationary. This is probably because Indonesian 
currency depreciates every year by more than 3 percent against the US dollars to 
accommodate inflation rate differentials with trading partners.
After determining the order of integration of the variables, we apply the ordinary 
ordinary least squares method (OLS) to test the cointegration among variables. As 
discussed in chapter 5, we opted to choose an error correction model (ECM) using 
Hendry’s type approach because it is superior to other methods (Pagan and Wickens, 
1989). In the light of this method, Inder (1993) and Kremer et al (1992) proposed the 
Unrestricted ECM which they claimed has better overall statistical properties for a finite 
sample than either the Engle-Granger two-step procedure or the fully modified estimator 
of Hanson and Phillips. The UECM estimator is obtained by estimating long-run 
parameters in an Unresttricted ECM specification which incorporates all the dynamics 
(Baneijee et al, 1993). This method has been used empirically by Demetriades and 
Luintel (1996). Following these methods we specify a conditional ECM process for FDI 
determinant equations. This method begins with an over-parameterized autoregressive 
distributed lag (ADL) specification of a general dynamic model, in the sense that the 
model specification begins as general as data and sample constraints allow, with more 
lags than there would normally be. This method is called General-to-Specific Modelling 
and has been popularized by economists such as Davidson et al (1978), Hendry (1983, 
1987), Pagan (1987), and Gilbert (1986). For convenience the general model we set up 
in Chapter 5 is expressed in a single equation as follows: 2
2 The properties o f  time series data are explained at length in Chapter 5.
Chapter 6 Determinants o f FDI 153
(6.2) Ain FDI t = a 0 + <Xj Ain FDIt_j + a 2 Ain GDPt_i + a 3 Ain ERt.} + a 4 Ain OPENt_j
+ a5 Ain —  t_i +a6 Ain Xt_i + a7 Ain Mt.j + X  ECM  ̂+ X cpj lnVt.j + et
v VAJ
where:
FDI = the stock of foreign direct investment, in manufacturing.
GDP = gross domestic product of Indonesia.
WG/VA = labour costs, manufacturing, of Indonesia 
VA = value added in manufacturing
X = export of manufacturing from Indonesia to trading partner countries 
M = import of manufacturing to Indonesia from trading partner countries 
ER = effective exchange rates (weighted average of 10 major trading 
partner countries)
OPEN = percentage of trade over GDP 
ECM = (In FDIm - E cpi In VM)
V = vector of explanatory variables in log level 
oti = the coefficients to be estimated 
s = error term
The above equation simply states that FDI is a function of the size of domestic 
markets, exchange rates, unit labour costs, exports and imports, and the degree of 
openness of the country. The differenced variables represent logarithmic growth rates. 
The equation is dynamic in nature by incorporating lag dependent variables in the right 
hand side of the equation. The reasons for variable selection were already discussed in 
Chapter 5 and section 6.2 of this chapter.
Some distintive features of this model are worth to explain. There are two tests 
for cointegration in this approach. The first test is captured by the t-statistic on the ECM 
term. Under the null hypothesis of non-cointegration the t-statistic has a non-standard 
distribution but has critical values, obtained via Monte Carlo methods and is provided
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by Baneijee (1995). The second test for cointegration can be obtained by performing 
ADF tests on the residuals. For this test, the critical value is provided in MacKinnon 
(1991). This model also includes extra lag-level variables of parameter cpj to avoid 
imposing the homogeneity, that is, to allow the parameters cpj of the error correction 
term to take the value of not equal to one, since the value of parameters are not known a 
priori. In the estimation the lag length is restricted to a maximum of two due to the 
limited nature of data frequency.
As described in Banerjee (1993), the distinguishing features of this model is that 
in the ECM formulation; parameters describing the extent of short-run adjustment to 
disequilibriume are immediately provided by the regression, given if parameter^) j is 
known. If cpj is not known it can be estimated and inserted into the ECM term and the 
lagged-level variables V could be eliminated. However, an unknown cpj is allowed to be 
included in ECM term if extra lags level variable are included, without affecting the 
magnitude of of the estimated coefficient X. Thus parameters cpj do not need to be 
estimated at earlier stage, as we do in the two-steps Engle Granger method, in order to 
be included in the ECM term. The important point is that the estimated coefficient X of 
ECM term is not affected by the inclusion of any constant cpj as long as extra lags level 
variables are incorporated in the modeP . Another convenience is that, the ECM 
coefficient can be interpreted directly as adjustment to disequilibrium.
All variables are converted into US $ in real terms. There is a disadvantage in 
using dollar value; that is, exchange rates may not reflect market prices because up to 
mid 1983 the exchange rate was pegged by the government and then followed managed 
floating. During the period of fixed exchange rates, the government devalued the 
currency four times. Likewise, if  the variables are maintained in domestic currency, the 
same problem also arises since some variables are in dollar terms such as FDI, exports 
and imports. Converting to domestic currency will create bias in the opposite way. After 
trying both ways, keeping the term in dollar currency was found to be better. 3
3 The prove o f this is given in Banerjee (1993), especially in Chapter 2.
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The signs of coefficients are expected to be >0, a 2 >0, a 3 >0, a 4 > 0, and 
a 5 < 0. For a 6 and a 7 could be positive or negative depending the circumstances. There 
should be a positive relationship between FDI on one hand and GDP, openness and 
exchange rates on the other. The explanation for GDP and openness is straightforward. 
As the income of the host country (proxied by GDP) rises, the economy becomes more 
open to international markets and fewer restrictions are imposed by domestic policies, 
the more likely it is that investment will come to take advantage of potential markets. 
Exchange rates are measured as the ratio of domestic to the weighted average of trading 
partners’ currencies. Depreciation, which increases this ratio, will positively induce FDI 
as the power of the home country’s currency increases. The effects of imports and 
exports variables are uncertain, depending on circumstances. The effects on FDI of 
exports from the home to the host country {imports from the host country point of view) 
are likely to be positive. As the product cycle hypothesis suggests, in the second stage of 
the cycle foreign markets are serviced by exports until it is viable to set up foreign 
production. But exports from the investing country are likely to continue because 
production funded by the FDI requires inputs which are most likely imported from 
parent companies (intra-firm trade). Export is an important step in clearing the way for 
FDI by capturing the market share before setting up foreign production. Although 
exports may have negative effects on FDI in the case of substitution, the recent trend 
does not move in that direction. That is, exports from the home country may negatively 
affect FDI late in first stage and early in the second stage of the product cycle. In the 
later stage, exports will enhance FDI when, for example, there is a change in 
comparative advantage between the countries and a threat from other firms to capture 
the markets. In the light of integrated economic activities, FDI and exports are more 
likely to complement each other than to act as substitutes, particularly for efficiency­
seeking FDI. This type of FDI is on the rise in Asian economies. Similarly, imports 
{exports viewed from the host country) are also likely to have a positive impact on FDI. 
Exports or the potential for exports are likely to induce export-oriented FDI. In the 
integrated activities of MNCs, with either horizontal or vertical integration, subsidiaries
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will export to other subsidiaries or export back to the home country. Variable labor costs 
will negatively affect FDI because wage increases will make the country less attractive 
for investment, particularly in labour-intensive industries.
The estimation results of the model (6.2) are reported in Table 6.1. It is found 
that there exists a cointegration among variables FDI, GDP, imports and labour costs. 
The t- ratio on the ECM term is significant at 5 % level and this is supported also by 
ADF test which shows that residuals are white noise and significant at the 5 percent 
level, indicating that cointegration exists among the variables of the ECM term. In the 
short-
Table 6.1. Estimation of determinants of manufacturing foreign direct investment,
1970-1994, annual data.
i Independent 
i Variables Intercept A lnFDIt.j A In Mt_! A In XM AlnOPENt_, ECMt_,
Coefficients -4.66 0.19 0.94 1.30 -0.43
t- value (-3.48)* (1.04) (2.15)* (1.89)# (2.03)* (-3.96)*
Adjusted R* = 0.44; Breusch-Pagan. het. test = 2.56; S.E Reg = 0.25;
! Durbin h = -0.31; Jarque-Berra = 0.05; LM(1)= 0.09; LM(2)= 0.17;
I ADF = -5.50**
Notes: 1. Dependent variable: Ain FDI.
2. ECM = InFDI - [in GDP+ In M - (WG/VA)]
3. Figure in bracket are t-statistics.
4. * and # indicates significant at the 5 % and 10 % level level respectively.
5. Critical values for ECM term is - 3.91 at the 5 % level.
6. Critical value for ADF test is - 4.18 at the 5 % level.
run dynamic, except for lag FDI, all variables are significant and the coefficient signs 
are as expected. The model shows no serial correlation, as indicated by the acceptable 
Durbin h test Lagrange multiplier tests (LM). Other diagnostic tests are also acceptable 
such as the Bruesch-Pagan test for heteroscedastic and the Jarque-Berra test for 
normality of the residuals.
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There are some points worth mentioning regarding these estimation results. 
Firstly, there exists a cointegration between the dependent variable of FDI and the 
independent variables of labour costs, GDP, and imports, as indicated by the 
significance of the ECM coefficient and ADF test of residuals. This means that there is a 
long run relationship between those variables. Contrary to a priori expectation, we do 
not find long-run correlation between exports and FDI variables. A possible explanation 
for the insignificant exports may lie in the nature of the data which is too aggregative; 
the industries within manufacturing vary in the degree of their export-orientation, so that 
the relationships among the variables have not clearly emerged, or a correlation between 
these variables can barely be detected.
The results show that imports (M) are an important factor affecting the changes 
in FDI either in the long run or short run, during import-substitution or export-oriented 
regimes.4 This may reflect our first hypothesis that FDI in Indonesia is at the late 
second stage or early third stage of the product cycle as indicated by the cointegration 
between FDI and imports (exports from the home country). As mentioned earlier, at this 
stage the investing country’s FDI is likely to follow exports to enhance its market share 
and to increase its efficiency so that foreign markets are serviced better. Apart from that, 
import-substitution has also induced foreign companies to set up production in 
Indonesia. Consequently imports of capital and intermediate goods were inevitable and 
most foreign companies tend to import from their home countries, either because of the 
unavailability of capital and intermediate goods in the host country or because of lack of 
information.
Secondly, in the short-run dynamic the estimates of the variables lagged imports, 
exports, and openness are found to be significant. These short-run parameters reflect the 
short-run causal impacts of independent variables on dependent variables. The larger the 
coefficient, the larger the response of the dependent variable to the short-run impact of 
previous explanatory variables. FDI is found to be more responsive to the change in
4 Import-substitution regime ended around mid 1980s.
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imports rather than exports, the latter being only significant at the 1 0  percent level with 
a small coefficient. This reflects the fact that changes in exports are not very influential 
in regards to changes in FDI. Openness of the country is also an influential factor in 
attracting FDI in the short run. The high sensitivity of this factor, indicated by a high 
coefficient, reflects the sensitivity of private investors to the change in the future 
direction and stability of economic policies. Ad-hoc policies and uncertainty will reduce 
the confidence of investors. However, in the long run this factor is expected to be stable 
and to become less important in affecting the flow of capital as investors would expect 
the economy to mature, and to become less uncertain and more integrated with 
neighbouring regions. Following the deregulation of the economy, policies have shifted 
toward export orientation and since then the Indonesian economy, according to the 
World Bank, has been one of the economies most liberal toward international markets 
(Kompas, 7 June 1996). Although the economic policies are sometimes over shadowed 
by inconsistent policies o f favouritism towards businesses owned by the political elites, 
it is believed that in the long run the economy would fundamentally stay on the right 
track.
What we can infer from the econometric results is that imports (exports of the 
investing country) together with other factors: market size, and laour costs have 
significantly affected the inflows of manufacturing FDI in the long run. In addition to 
those factors, the continued reforms have also attracted FDI during the last ten years. 
Yet, in the above model there is no clear relationship between exports and FDI, although 
it has been hypothesized that exports are an important factor in relation to investment. 
To explore the role o f exports, in the following section will do a similar analysis but 
using disaggregated data comprised of sub-sectors of unskilled labour-intensive, human 
capital-intensive, and technology-intensive industries.
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6.4 Determinants of Foreign Direct Investment: Industry
At the beginning of Indonesia’s industrial development, manufacturing 
production was mostly made up of consumer which goods which generally labour­
intensive as a result of import-substitution policies. This was not surprising since 
government policies had favoured that type of investment in pursuing its 
industrialisation program. After the mid 1980s, the government adopted policies which 
favoured export-oriented investment. Accordingly, not only Japan but also the NIEs had 
to adjust their investment orientation. At the same time, NIEs and even some ASEAN 
countries (Malaysia and Thailand which are slightly ahead of Indonesia) also began to 
lose their competitive edge in some industries, particularly in labour-intensive industries 
and needed to relocate them somewhere else as Japan had done it previously. Indonesia 
as the next tier received these already-disadvantaged-industries from these countries. 
The low-labour cost industries prospered until the early 1990s when new competitors 
began to emerge in these industries.
The shift in policy, from import-substitution to export-orientation, had helped to 
accelerate the structural changes in industrial production. In the mid 1980s 
manufactured exports, for the first time, exceeded exports of agricultural and resource- 
based products, except for oil and gas. Product specialisation also changed across the 
region which led to changes in the industrial structures and further enhanced changes in 
comparative advantage as suggested by the catching-up product cycle and comparative 
advantage hypotheses. The changes in comparative advantage seemed to affect 
unskilled labour intensive industries which showed a slow growth trend, although in 
absolute terms they were still increasing. Two key sectors in these industries, textiles 
and plywood (wood products), experienced slow growth as new competitors from new 
low of cost production countries like Vietnam, India and China entered the markets. 
Similarly, the growth of plywood also slowed down in 1993 as a result of declining 
prices caused by low international demand and increased competition. The position of
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these two industries seem to be in transition, though they are not yet in such 
disadvantaged position that will force them to move out.
Unlike labour-intensive industries, technology intensive industries have shown a 
different upward trend. Electrical goods industries grew strongly, reflecting a gradual 
change in industrial structure. Exports of electrical goods, appliances and photographic 
equipment exceeded 40 percent for the last 7 years and constituted 2.6 percent of 
exports in 1995 (Dept, of Foreign Affair: Country Economic Brief, 1996). Chemical 
industries and technology-based industries were also growing steadily in 1994 and 1995 
because several oil refineries were approved and a number of plastic, soap, cosmetic and 
rubber plants were established.
In the following section, we further examine the determinants of FDI based on 
disaggregated industrial sectors. Following Krause (1982), Tyers and Phillips (1984) 
and Ariff and Hill (1985), we classify FDI and manufacturing trade according to their 
factor intensity. Based on this factor intensity, a classification of commodities which 
identifies their production characteristics was developed and then manufactured exports 
and FDI were disaggregated according to this classification. In analysing this pattern the 
focus is on manufacturing goods rather than an economy-wide analysis including all 
goods and sectors. So the primary product classification is defined as the manufactured 
products which are based on primary goods. There are four classifications of 
commodities but only three industries to be analysed in this section: unskilled labour­
intensive, human-capital intensive, and technology capital-intensive manufacturing 
industries which are written for short as ULI, HCI, and TCI respectively. See Appendix 
C for details of this classification.
The changes in industrial structure mentioned above combined with the trend in 
the factor intensity composition of manufacturing FDI, as presented in Figure 6.1, 
support our contention. During the period 1980-1994, the growth of FDI approval for 
unskilled-labour intensive industries (ULI) seemed to decline while FDI levels for 
human capital-intensive (HCI) and technology-intensive industries (TCI) are on the rise.
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The shift in FDI composition towards more human-intensive and then capital-intensive 
industries, and the declining trend in labour-intensive FDI gave way to more 
competitive industries, which may reflect the changing comparative advantage of 
industry as a result of the changing structure of industry as predicted by Kojima’s 
hypothesis.
Figure 6.1
The trends of unskilled-labor, human-capital, 
and technology-capital intensive FDI.
Source: Calculated from BKPM data.
As mentioned previously the analysis of determinants of industry-based FDI 
(ULI, HCI, and TCI) is based on the data period 1980-1994. To make the number of 
observations reasonably long enough, we use half-yearly data by constructing the
st
quarterly FDI data to become half-yearly data based on the approval date; the 1 of 
January until 30th of June as the first half and the rest as the second half. GDP data 
which are available in quarterly basis, are easily transformed into half-yearly data. 
Exchange rates data are also available in quarterly series. Other data such as wages and
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the direction of trade are available on yearly basis. These data are constructed following 
the procedure used by Goldstein and Khan (1976) and explained in Appendix D.
We continue to use similar specifications as in the determinants of FDI in 
manufacturing in equation (6 .2 ), incorporating dynamics in the specification to capture 
the short-run movement of variables and error correction mechanisms to capture the 
deviation of short-run from long-run movements. The rationale for variable selections is 
still the same as before. The first step in this analysis is to check the existence of unit 
root in the variables. As reported in Appendix E, the Augmented Dickey-Fuller tests 
show that all level variables are non-stationary. The specification of the model is as 
follows:
(6.3) Ain FDIt = p0 + PiAln FDI^ + p2 Ain GDPt_i + p3 Ain ER^ + p4 Ain OPEN^
+ p5 A ln ^ ) M +p6 Ain X,.; + p, Ain + p8 Ain VAt_; +A.,ECMt.i
+ h} T + E ip, lnVt_i + st
All variables are defined similarly to equation 6.2. Except for the variables exchange 
rate ER, GDP, and OPEN, all variables now refer to each industrial sector of ULI, HCI 
and TCI.
The results of the regression of the conditional process of foreign direct 
investment is shown in Table 6.2. In the modelling process the estimates for lag level 
variables are insignificant, suggesting that there is a homogeneous relationship between 
the 7(1) variables in the ECM term. This restriction is imposed in the final specification. 
The import variable is found to be insignificant and thus is excluded from the equation. 
For all industries the coefficient of A,! is found to be significant, implying that there is a 
long-run relationship between FDI and labour costs and exports for ULI and HCI 
industries, and between FDI and GDP and exports for TCI industries. It seems that ULI 
and HCI industries continue to rely on the production cost advantages of the host 
country. However, TCI industries show a different pattern where FDI is cointegrated 
with exports as the other two industries and with the size of domestic markets (GDP),
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rather than labour costs. This implies that besides being export-oriented, TCI industries 
also seem to be market-oriented as indicated by GDP and export variables. The two 
previous industries seem to be more export-oriented and may utilize Indonesia as a 
production base for exports to third and home countries; TCI industries, in addition to
Table 6.2 Estimation of determinants of unskilled-labor intensive, human-capital 
intensive and technology-capital intensive FDI, 1980-1994, half-yearly.
ULI:
Ain FDI = -0.19 + 0.63 Ain FDIM +0.20 AlnOPEN^ -0.34ECM t . 1 
(-1.73)# (5.56)* (2.16)* (-4.03)*
R* 2 3= 0.59; S.E. Reg = 0.11; Durbin h = 1.47; Jarque-Berra =1.21;
LM (1) = 2.02; LM(2)=1.90; B.P.het = 5.2; Chow test = 2.8; ADF = -4.5
ECM = InFDI - [in X- (InWG/VA)]
HCI :
A InFDI = 0.26 + 0.86 A In FDI M + 0.19 A lnVAt„2 +1.24 A lnGDPt_2 - 0.12 ECMM 
(4.6)* (12.7)* (2.22)* (2.22)* (- 5.88)*
R2 = 0.90 ; S.E. Reg = 0.02 ; Durbin h = -0.75 ; Jarque-Berra = 1.30; Chow test = 1.59 
LM (1) = 0.47; LM (2) = 4.6; B.P. het =8.1; ADF = - 4.25
ECM = InFDI - [in X- (InWG/VA)]
T C I:
A InFDI = 0.11 + 0.58 A In FDIt_j + 0.29 A lnVA^j +1.76 A lnGDPt_2 - 0.38 ECMt_] 
(1.58) (4.09)* (2.12)* (2.14)* (-4.8)*
R2  = 0.65 ; S.E. Reg = 0.05 ; Durbin h = - 0.32 ; Jarque-Berra = 1.9; Chow test = 1.65 
LM (1) = 0.86; LM(2) = 2.5; B.P.het =8.07; ADF = -6.49 
ECM = InFDI S -(InGDP +ln X)
Notes: 1. Figures in brackets are t-statistics.
2. * significant at 5 % level; # significant at 10 % level.
3. The critical values for ADF are - 4.11 at the 5 % level.
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that, seem to take the domestic market as a final outlet. In the short run, the stock of FDI 
in ULI is affected by previous investment and openness of the host country and for the 
cases of HCI and TCI by the lag in FDI, manufacturing value added, and GDP.
The estimation results above lead to various implications: firstly, the long-run 
results give further support to the hypothesis of the catching-up product cycle 
mentioned earlier in this chapter. The results show that there is a typical sequence of 
changes in the stages of industrial structure of the Indonesian economy. ULI and HCI 
industries have taken a dominant role in the earlier stage of economic development. In 
those industries labour cost advantage factor and FDI are cointegrated, implying that 
thise factor has been affecting the inflows of FDI. The significance of variable labour 
costs in the ULI industry is not surprising as these industries, which include textiles, 
footwear, wood products, furnitures, electrics, etc., are heavily reliant on labour.5
The significance of the export variable (from the host country) also implies that 
FDI has been at the third stage of the product cycle or at least at the late second stage of 
the product cycle in which the host country’s exports rather than imports begin to 
emerge. Note also that the period of our estimation is 1980-1994, where export­
orientation is the dominant policy replacing the import-substitution policy. Thus, it is 
not surprising that the import variable is not a significant factor in influencing the 
inflows of FDI and accordingly it is replaced by an export variable which emerges as 
the dominant factor. This is in line with the sequence of the product cycle hypothesis 
where the host’s imports or home country’s exports firstly take a role in servicing 
foreign markets and later in the next stage is replaced by FDI through which the 
domestic industrial structure is improved and upgraded. At this stage then exports start 
to dominate over imports. Again the notion that foreign production firstly moves to 
export markets is consistent with the product cycle hypothesis.
Secondly, the significance of export variable may indicate that Indonesia is also 
utilized as a location for export-based investment by MNCs such as Japan and other
5 See appendix C for list o f  classification o f manufacturing products.
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NIEs. This is particularly the case for ULI and HCI industries where FDI is cointegrated 
with labour costs and export variables. In contrast, TCI industries are characterized by 
significant cointegration between FDI and market size and exports variables which give 
some indication that TCI industries seem to exploit both domestic and export markets as 
well. This is also indicated by the short-run dynamic of the manufacturing value-added 
variable which is significant at a 5 percent level.
6.5 Determinants of Foreign Direct Investment: Japanese and American
Japan represents one of the major investors in Indonesia along with the United 
States, European countries, and more recently Asian NIEs. As an important player in the 
Asia Pacific and particularly in the Indonesian economy, Japanese FDI deserves a closer 
examination. This chapter will describe the characteristics of both Japanese and 
American FDI and provide arguments through description and econometric findings to 
support the first hypothesis that the dynamic comparative advantages of Kojima and the 
catching-up product cycle hypothesis in the context of the networking proposition as 
suggested by Hatch and Yamamura (1996), can still validly explain Japan’s FDI 
generally and particularly its Indonesian FDI. In contrast, it is further argued that 
American FDI is following the eclectic paradigm of Dunning. To balance the argument, 
critiques of Kojima’s hypothesis are also presented.
The emergence of Japanese outward FDI in Indonesia started with the need to 
secure natural resources for Japan’s industries. Prior to the mid 1980s, in response to 
government policy such as high tariff barriers, Japanese FDI moved to import­
substitution type industries. After the mid 1980s Japan’s investment in Indonesia started 
to shift gradually from import-substitution toward export-oriented investment, 
exploiting the relative advantage of cheap production factors and then exporting the 
product back to Japan or to third countries. As has been discussed in Chapter 5, this 
shift is not only a response to the change in Indonesian economic policies toward a more 
market oriented and less-regulated economy, but importantly also a response to the
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structural change Japan’s industries at home as suggested by Kojima and Ozawa. 
Kojima particularly has suggested that Japanese FDI is relatively more responsive to the 
relative comparative advantages of the host country and thus Japanese FDI and trade are 
adjusted according to these circumstances, resulting in flows of more trade-oriented FDI 
rather than market-oriented FDI, as the American FDI tends to be.
These propositions have been attacked by some economists, such as Buckley 
(1991), Simon and Jim (1995) and Petri (1995). They argue that Japan and America 
have become more alike in terms of FDI and their trade relationships, and that Japan’s 
competitive advantage comes from a well-developed and efficient network of 
supporting industries and small and medium sized subcontractors providing backward 
and forward linkages. Being new and lacking contacts with local suppliers makes 
Japanese firms depend on this efficient and reliable network. They further argue that 
what is becoming important now is how firms can best exploit these overseas markets 
according to their competitive advantage.6 7 The key word in this regard is networking 
among firms. Petri refers to this term as the clustering of overseas production networks. 
In this regard Japanese and American firms will not be much different. The keiretsu1 
system of Japan reflects this networking. As networking is increasingly important, the 
abundant supply of cheap labour is becoming a less important factor than before.
If networking and clustering of production are an important factors in driving 
FDI overseas, it is expected that the volume of trade in the region will be affected as 
well since intra-firms trade would be increasingly significant. According to Itoh and 
Shibata (1995), Japan’s FDI in Asian has affected the pattern of trade between Japan 
and the rest of Asia. They take the electrical machinery and electronic component 
industries as examples. Exports of these two industries occupy a large share of Japan’s 
total electrical machinery exports. Many of these parts may be exported to Asian 
factories for use in products and then exported back to Japan. Imports of electrical
6 Porter defines competitive advantage as the ability o f industry or firms o f a country to use its location- 
bound resources in a way which will enable it to be competitve in international markets.
7 Keiretsu refers to the close-knit networks that links many firms, initially, in Japan.
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machinery from Asia are increasing rapidly and that has changed the pattern of Japan’s 
imports from Asia. In 1993 Japanese affiliates in Asia exported over 50 percent of their 
electrical machinery production to Japan and other Asian countries, only about 45 
percent being sold in host countries. It would appear then that Japanese FDI has been 
the force behind the changing structure of Japanese exports and imports. This suggests 
that the foreign operation of Japanese electrical machinery and electronic parts 
industries in Asia has promoted intra-regional trade. This trend is enhanced by the 
coincidental rise in the Japanese Yen between 1985 and 1992 from 250 Yen to 105 Yen 
to the US dollar. In Singapore almost 75 percent of Japanese affiliates export at least 25 
percent of their product to the third countries and for Malaysia the corresponding figure 
is about 6 6  percent. Again these figures indicate there is considerable trade in electrical 
and electronic parts among Asian countries.
According to Simon and Jun (1995), contemporary FDI and trade patterns of 
Japan and other Asian economies are based on competitive advantages, rather than 
comparative advantages which are more complex than they used to be 1 0  years ago. 
Kojima’s hypothesis which is based on comparative advantage was not able to explain 
contemporary Japanese FDI and trade. The argument is that Kojima’s observations were 
made when Japan’s FDI was not mature enough to behave like American firms. Once it 
matured, it would gradually move to more skill-intensive and capital-intensive 
industries and the trade and FDI patterns would converge.
Further, Simon and Jun argue that the shift of this trend is fostered by rapid 
technological changes in microelectronics and information technology which alter the 
nature of today’s competition. In the past, competition based on production factors and 
product prices was dominant in setting the rules of the game and thus defined the terms 
of competition, but now non-price competitive factors take a greater role than price- 
related factors. The once sequential nature of the movement of technology overseas, as 
envisioned by the product cycle theory of Vernon, now has been replaced by the 
simultaneous exploitation of technology in multiple domains. Now it tends to be the
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case that labour costs account for a decreasing percentage of overall costs and thus the 
focus has shifted from low labour costs to the search for cooperation and 
complementary assets. From an organisational perspective, the microelectronic and 
information technology revolution that has engendered globalization has given birth to a 
new type of structure: the network firm  8. As Naisbit (1994) argued, the network firms 
will represent a global and regional expansion of MNCs and the ability to manage and 
coordinate relationships within the network will become one of the intangible assets of 
the firms. Yet, Vernon in 1979 had already noted on this point that the American MNCs 
networks can locate and detect potential markets around the world and accordingly set 
up subsidiaries, product lines, and R&D units in appropriate places - capabilities which 
he called global scanning.
The role of technology is crucial in relation to the globalization of MNCs. 
Technological development has transformed the strategy of firms with respect to the 
foreign locations. Developments in microelectronic technology have helped to 
accelerate production based on the concepts of flexibility in manufacturing and 
specialization. There has been a reduction in minimum efficient size of production and 
greater room for customisation of output. The emphasis on flexibility specialization has 
led to a reduced emphasis on costs and greater emphasis on quality. This technological 
revolution has also helped the integration of factor and capital markets in different 
places and capitalising on the distinct advantages offered by a diverse set of 
geographical boundaries. Overseas site selection then becomes much more a process of 
assessing higher value added resources (skilled workers, technology capacities) than 
simply relying on traditional advantages like cheap labour and abundant natural 
resources.
8 A network is defined theoretically as an interpenetrated form of market and organisation. Empirically, 
it is an organisation with a structure marked by loose linkages and with both weak and strong ties 
between constituent members. The network enables a corporation to identify emergent opportunities for 
linking flexible specialisation across boundaries o f firms, and for triggering continuous interactive 
innovoation (Imai and Baba, 1991, p.391-2).
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Like the microelectronics revolution, the revolution in information technology 
has also had profound impact on the FDI process. Information technology has enabled 
internationally oriented firms to meet their world-wide communication requirements. It 
is now possible to enlarge the scope of sourcing and procurement from a domestic to a 
regional and global basis. Corporations are now better able to coordinate and monitor a 
larger and more diverse range of world-wide production lines and entities.
Another important aspect of technological change is a new division of labour 
based on the technological capacities of the countries concerned. Cheap labour, even 
though still important, it is not the main consideration any more in making location 
decisions. The reduced costs of market and non-market coordination has made firms 
more able to run a global factory. Japan’s companies see the value of Asia as a place to 
which to transfer parts of the function of their network. In short, Simon and Jun 
concluded that, with appropriate technology, new forms of corporations are now 
possible which have capabilities for coordinating a diverse set of activities and 
relationships regardless of geographical location. Hence, convergence among global 
firms is now possible. Without denying the gradual arrival of these phenomena, the 
basic question is how relevant this paradigm is to explaining to the dynamics of FDI in 
Indonesia in relation to the FDI sources of Japan, the US and the NIEs ?
This paradigm, as discussed by Simon and Jun (1995), seems to be relevant in 
NIEs; however, it cannot explain everything about the dynamics of FDI in the 
Indonesian economy. As Dunning (1993) points out, no one hypothesis can explain 
everything. It is rather the combined hypotheses that can better explain the FDI 
phenomena. The Indonesian economy is very diverse and there is no clear sequence of 
economic maturity from one end to another. On one hand, there is group of people who 
are very cosmopolitan and have access to the most current information in the world, and 
on the other hand, there are a large number of people who can barely feed themselves, 
and who live in rural areas with only elementary school education. Between these two 
extremes lie various stages of economic development. So the trend that Simon and Jun
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suggest is not completely irrelevant; in fact, it has achieved some significance in some 
segments of the economy, but it is not universally applicable in Indonesia. Assuming 
their proposition to be right, at least at the present time, it does not happen widely as 
there are many regions where development has yet to take place as regional conditions 
vary considerably.
In contrast to Simon and Jun, who suggest that Japanese and American firms 
will converge, Hatch and Yamamura (1995) argue that Japanese firms are far from 
converging since they are different from other internationally oriented firms. While 
Simon and Jun emphasise the expansion of the Japanese global network firms, with 
technology as a crucial catalyst, Hatch and Yamamura argue that the expansion of 
Japanese FDI and corporations in Asia is not only helped by the revolution in 
microelectronics and information technology but also is coming to replicate the pattern 
of the domestic system in Japan, in the sense that the structure of the network firms is 
the keiretsu-liked network system which is dominant in Japan. From this point Hatch 
and Yamamura start to depart from neoclassical theorists.
They further argue that from a theoretical perspective the determinants of 
Japanese FDI to Asia have been explained by various hypotheses, like the product cycle, 
flying geese, and Kojima’s hypothesis. The waves were triggered by the Plaza Accord 
in 1985 - the most frequently cited factor. Trade friction between Japan, the US and the 
EU was another factor that pushed Japan to invest in Asia in order to construct an export 
platform, and in the US and the EU as well. Up to this point there is nothing unusual 
about Japanese FDI and MNCs. What makes them different from other countries’ FDI 
and MNCs is the process and how their MNCs establish and replicate their domestic 
system of networks between parents and affiliates and among affiliates in the region. As 
Japanese MNCs turn more and more to Asia as an alternative site for export oriented 
manufacturing, they build a comprehensive type of network - called a web network - 
which coordinates intra-group and intra-regional trade and vertically integrates all of 
these scattered children of Japanese parents. Global strategies and strategic alliances
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through cooperation instead of competition are driving Japan to regionalize its 
economy. Through these web networks Japan is trying to upgrade the technological 
capacities of Asian developing countries, creating a new division of labour based on that 
technical capacity, creating trade among its affiliates, particularly intra-firm trade and 
between parents and affiliates in Asian developing countries, and at the same time 
maintaining its technological advantage over overseas affiliates by, among other thing, 
minimizing the technology leaks by locating sections of the production process at 
different sites in the region and further upgrading its technological edge at home 
through R&D and investment.
Further, Kojima (1995) added that although the trends for FDI tend to 
converge,9 the pattern still reflects the existence of comparative advantages between 
Japan and the countries involved. Japan’s comparative advantage shifted in a way that 
largely follows the upgrading sequence of industrial structures in Japan, starting from a 
labour intensive position after World War II, and moving to the heavy and chemical 
industries in the 1960s, machinery and transportation equipment in 1970s, and finally 
knowledge-based industries in 1980s. This pattern, according to Kojima, is also 
dependent on factor endowment and the pattern of comparative advantages of the host 
countries, thus the trade pattern of Singapore, for example, will be different from that of 
Indonesia. Therefore, this hypothesis is not static but dynamic in accordance with the 
economies of Japan and the receiving countries. The reason behind this convergence is 
that domestic economies have succeeded in catching up with the economies of advanced 
investing countries by utilizing the natural order of industrial sequencing which in turn 
in the future will render FDI unnecessary. Thus, FDI will follow the pattern of an 
investment development path where inward and outward investment of a country 
interacts dynamically according to its economic development. 10
9 Kojima defines convergence for manufacturing FDI as the ratio o f the largest and smalest FDI stocks in 
the manufacturing sub-groups.
10 See Dunning (1981) who introduced the concept o f investment development path (IDP). See also 
Dunning (1997).
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Likewise, technological development and networking have fostered industrial 
structural changes which in turn change the relative comparative advantages of a 
country. What Simon and Jun describe, the capabilities of a Japanese MNCs to 
coordinate its affiliates regionally through the use of efficient networking, essentially is 
the ability of Japan in combining technology-based and human-capital assets in different 
locations, each with different relative comparative advantages through the networking 
in such a way to get full benefits from it. Japanese FDI in Indonesia reflects this notion 
by allocating its FDI according to the relative comparative advantages of Indonesian 
industry has which are determined by factor endowment. Data on Table 6.3 illustrates 
this point that Japan’s FDI is distributed relatively evenly among industries, except in 
the beginning of the early 1980s when it was more concentrated in machinery and 
transport equipment. On the other hand, American FDI is more concentrated
Table 6.3 Share of FDI by Industry Group in Total Manufacturing of Japan 
and American (percent) . 11
1 Japan American














1980-1985 i 1.3 23.0 75.8 0.4 13.2 65.0
1986-1990 j 34.3 50.1 13.8 12.5 lâ lïiilliS ïiiij 7.1
1990-1994 i  20.8 37.0 41.0 0.8 84.8 13.3
Source: Calculated from BKPM data
in intermediate goods and parts industries. This group consists of chemicals, paper and 
pulp, rubber products, and primary metal and fabricated metal industries. Out of these 
groups, the chemical industry receives the largest amount of American FDI, followed by 1
11 Labor-intensive manufacturing is defined as in appendix D; intermediate goods include ISIC 341, 352, 
355, and 356; Machinery and transport equipment includes ISIC 382, 383, and ISIC 384.
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the paper and pulp and basic metal industries. American FDI in labour-intensive 
industries has been very low during the whole period as opposed to Japanese FDI in the 
same industries. As mentioned earlier the comparative advantage hypothesis suggests 
that FDI will move from the home country’s comparatively-disadvantaged industry to 
the host country’s comparatively-advantaged industries, and the empirical data is 
consistent with this notion.
The characteristics of FDI based on the comparative advantage hypothesis will, 
consequently, differ from those of other FDI. As American firms invest more in 
chemical industries while Japanese allocates its investment relatively evenly among 
industries, capital intensity between the FDIs of these two countries will differ as well. 
Table 6.4 presents the trend of capital intensity measured as the ratio of capital to 
Indonesian workers of investing countries, Japan and the US. Japan’s capital intensity is 
obviously increasing but it is much lower than that of the US. In the 1980-1985 period, 
capital intensity was about US $ 23,000 per Indonesian worker, decreasing in 1985­
1990, and in the 1990s increasing to US $ 28,000 per worker. Compared to American 
FDI, the trend is almost similar, but American FDI is more capital intensive than 
Japanese FDI, almost four times more capital intensive in fact. This again may illustrate 
what Kojima suggested: that American FDI tends to be capital intensive as US firms 
concentrate more on knowledge-based asset industries which require more capital. 
Although from this data itself it is hard to tell the future trend of capital intensity of 
Japanese and the US FDI, at least at the present time the empirical data shows that 
Kojima’s contention still holds.
Initially Japan’s investments were more capital intensive than those of other 
developed countries, because in the earlier period, Japanese investment was more 
concentrated in the capital-intensive protected industries and energy sectors. As the 
local suppliers were not ready to take opportunities, Japan had to rely heavily on 
imports for capital goods, machinery and other intermediate goods. Natural resources 
investment also requires more capital and less labour. However, in the later period this
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trend changed, and Japan investors were much less capital intensive than they used to 
be. When Indonesia liberalized its trade policies in the later period and protection 
declined, Japan started to shift to labour-intensive industries. At the same time, at home, 
Japan also experienced structural changes in its industries as well as a Yen revaluation 
that led to more economically-sound investment in less capital-intensive industries.
Table 6.4 Japan and the American Manufacturing FDI: Capital 




nesian worker( % )
Japan US Japan US
1980-85 22.92 69.49 0.97 6.24
1985-90 19.91 88.58 3.36
1990-94 28.25 111.07 2.23 3.93
Source: Calculated from BKPM data
Capital intensity over time is presented in Figure 6.2. The trend of capital 
intensity reveals that American FDI has a higher capital-to-labour ratio than Japanese 
FDI. The capital intensity patterns of both countries were stable until 1992 when they 
increased steadily, with the American rate being faster than the Japanese. The higher 
capital intensity of US FDI supports claims made by Kojima that American FDI tends to 
be carried out by large often by oligopolistic firms. Oligopolistic firms, it is claimed, are 
more driven by the intangible assets they have and choose industries accordingly, and 
are less concerned with comparative advantage. This finding is also in accord with 
research done in Taiwan by Chou (1988) who found that American FDI is more capital 
and “brained intensive”, as indicated by a higher ratio of capital to labour and a higher 
percentage of R&D to sales, than that of Japan in 1983. Although, as he claimed, 
Kojima’s hypothesis is only partially verified, because the government’s policy of
Chapter 6 Determinants o f FDI 175
selective restrictions on the type of FDi, favours export-oriented FDI over non-export- 
oriented FDI. Differences still exist in terms of scale of operations, factor intensity and 
ownership control.
Figure 6.2
Capital Intensity of American and Japan  M anufacturing FDI 
(Capital/Indonesian W orkers)
Source: Calculated from BKPM data
Another aspect of these FDI characteristics is the expatriates intensity. Table 6.4 
shows that American FDI has a higher ratio of foreign to Indonesian workers than its 
Japanese counterparts. But interestingly, the trend of American FDI in using expatriates 
is declining while for Japanese FDI it is increasing. This could be interpreted in many 
ways depending on the point of view one adopts. For one thing, this may reflect the fact 
that the human capital of Japan is increasingly more mobile than previously, parallel to 
the increasingl importance of Japan’s regional networking. It may also be an effort to 
prevent technological advantage from being dissipated easily to local competitors, as 
Hatch and Yamamura (1996) observed.
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The movement of FDI and its characteristics are also influenced by the 
differences in labour markets between Japan and the US. In this context, Lee (1990) 
noted that Japanese workers tend to be trained as firm-specific generalists so that they 
can be easily transferred from one line of production to another. Another point is that 
Japan’s labour market is not a hindrance to investment abroad, while labor markets in 
the US are resistant to any movement of capital abroad because of the notion of job 
exporting. This is because the unemployment rates are very low in Japan as opposed to 
the US; in some Japanese industries, workers are in high demand, particularly in labour­
intensive industries. The management-worker relationship is also different in Japan and 
in the US. In Japan this relationship is characterized by harmony and cooperation. In the 
US, however, the management-worker relationship is beset by conflicts and unease. 
This contributes to the smooth movement of Japan’s FDI from one place to another.
The significance of the comparative advantage hypothesis in explaining Japan’s 
FDI and the role of networking in exploiting the regionalization and globalization of 
Japanese companies is supported by JETRO’s 1996 survey. It suggests that the 
motivations behind Japan’s FDI have changed from time to time in response to the 
dynamic changes in various economies, but one still remains: the cost structure of 
different locations is still a dominant factor in Japanese decision making before overseas 
relocation is undertaken. In other words, the relative comparative advantage of host 
countries is still an important factor.
In the early 1990s Japan was hit by the collapse of its inflated real estate and 
stock markets. Japan’s world investment generally suffered. However, Japan’s FDI in 
Asia, particularly in ASEAN, did not fall at all but remained strong. Since 1993 the 
motivation behind Japan’s FDI has increasingly been the desire to circumvent the higher 
costs of production in Japan. Further, it has been influenced by the need to deal with the 
rise of regional economic alliances (AFTA and NAFTA). As Table 6.5 shows, the 
strategies behind Japan’s FDI in the 1990s have been increasingly oriented toward 
reducing costs through shifting operations overseas, international procurement (intra­
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company trade) and moving along with the flow of liberalization of economic alliances 
(JETRO, 1996). From this explanation it is clear that the relative comparative advantage 
of regional economies remains a major motivation for Japanese FDI, in addition to 
networking in the region. Thus, it is the combination of (i) comparative advantage and 
(ii) the networking of regional economic and capital alliances that is becoming the 
strong force behind the continuing and increasing presence of Japan’s FDI in this 
region. One has to remember also that Japan has long experience in forming and dealing 
with networking and capital alliances as these type of alliances and cooperations were 
initially applied by Japanese companies. Also networking and alliances are deeply 
influenced by Japanese and Asian culture. These eventually affect the determinants of 
Japanese FDI to some extent, as we see later in this chapter.
Table 6.5 Changes in Factors Behind Japan’s Foreign Direct Investment
1950s, 1960s 1970s 1980s Early 1990s
- Resource 
developm ent
- National programs 
o f  industrialization 
aimed at import 
substitution
- Trade friction  
(textiles)
- Market expansion  
strategies 
(expansion o f  
ability to export 
capital).
- Trade friction 
(ferrous metal, 
color TVs, machine 
tools)
- Market expansion  
strategies




and expansion o f  
production in Asia).
- Trade friction 
(automobiles, 
VTRs).
- Cost reductions 
(appreciation o f  
Yen, international 
procurement, 
increase o f  intra­
company trade)
- Regional econom ic 
zones(liberalisa- 
tion and rules o f  
origin o f  EU,
AFTA, NAFTA, etc).
Source: JETRO, 1996.
A survey by JETRO (1996) found that 329 responding companies had a total of 
2,013 overseas production plants, of which 77.6 percent were established in APEC. The 
survey also found that the companies either expanding or establishing new overseas 
production plants are targeting China (51.4 %), followed by Indonesia (14.3 %), 
Thailand (13.8 %) and other ASEAN countries. This indicates that Japanese companies
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are using Asian subsidiaries as springboards for building new business relations with 
foreign affiliates.
An example is the plan to move technology-intensive industries to Indonesia by 
Epson, the suppliers of Japan’s electronic component industries. Epson refers to these 
industries as ‘family supporting industries *. The amount of investment applied to the 
initial project would be at least US $ 30 million. Epson began its operation in Indonesia 
in 1995 mostly as an assembling company since 80 percent of its components are 
imported from various sources. Gradually the imported components are decreasing and 
by the year 2000 it is planned that at least 90 percent of its components will be supplied 
through local production. Most of this production will be exported to the third countries, 
such as the US, Europe, NIEs, ASEAN and Japan. Another human-capital intensive 
industry that wants to move is Motorola, one of the biggest telecommunication 
companies in the world. The company began its operation in 1989 in developing 
infrastructure for communication technology of AMPS (Advance Mobile Phone 
System) and GMS (Global System for Mobile Communication). Now the firm plans to 
move its factories to Indonesia to produce hand sets and semiconductors. The amount of 
investment will be around USS 100 million. The prime motive for this project is to 
service local markets. With a population of 200 million in February 1997, Indonesia 
represents a substantially increasing demand for telephone telecommunications 
(Republika, 4 February 1997).
Subsequently, from the above explanations, the paradigm of networking firms as 
suggested above by Simon and Jun would be appropriate and more relevant to NIEs, the 
countries that they studied as an illustration to elaborate their hypothesis. However, the 
catching-up product cycle and Kojima’s hypotheses are still relevant in general, 
particularly for developing countries where income levels are still vastly different from 
those of developed countries.
Now we examine the econometric analysis. The econometric method used for 
Japanese and American investment models is the same as that used in equation (6.3). As
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before the test for cointegration in this approach is the t-statistic on ECM term. Thus, 
the general formulation for Japan is as follows:
(6.4) Ain FDI Jt = a 0 + a ,  Ain FDI Jw + a 2 Ain GDP0,.; + a 3 A ln iff i0
+ a 4 Aln(^±)J + a 5 Ain X EAJ ,., + a 6 Ain MJt., + a 7 Ain TIm ,.;
+ a 8 Ain ERJW + 019 Ain OPEN,.; + ECM,.; + X <p, lnV,.i + e,
where:
FDIJ = stock of Japan’s investments
^ ] D,J = labour costs for Indonesia (D) and Japan (J).
ERJ = exchange rates between Japan and Indonesia (Rp/Yen)
X E,A,J = export o f manufacturing either to Europe (XE), America (XA) 
or Japan (XJ) from Indonesia.
MJ = import of manufacturing from Japan 
TIdj = trade intensity between Indonesia and Japan 
Other variables are defined as before.
The selection of variables and their rationale is as follows. The variables can be 
grouped into three: (i) the variables of domestic GDP, labour costs, and openness of 
domestic economy, which reflects domestic factors that may attract foreign capital; (ii) 
the exchange rate and wage costs of the home country (Japan), which reflects changes of 
industrial structure occuring in Japan relative to Indonesia; (iii) and variables of exports 
(XA), trade intensity (TI), and imports (MJ) aimed at capturing the link between foreign 
production and trade. The variable exports to US (XA) is intended to capture the 
dependency of Japanese exports on United States markets which absorbed about 36.5 
percent o f Japan's total exports in 1993. For Indonesia too the United States is a major 
export market along with Japan, Europe and other Asian countries. The first and the 
second group o f variables are intended to capture Kojima’s hypothesis, characterized by 
changes in industrial structure occuring in Indonesia and Japan, while the third group of
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variables is aimed at capturing the catching-up product cycle, characterized by the 
dynamic relationship between exports and foreign production.
For the American model, in addition to those variables in equation (6.4), we 
include the variables: skill (SKIL) and productivity of firms (PDV) to reflect the 
characteristics of American firms as suggested by Dunning’s hypothesis. American FDI 
was driven by, among other things, specific ownership advantages such as skill and 
higher productivity and by the location specific advantage of host countries such as 
market size and low production costs. By these ownership advantages US firms could 
outcompete local firms or potential competitors coming to the markets. The ECM term 
used for the US model is also different from that used for Japan to reflect the underlined 
different hypotheses used to describe these two FDI sources. To test this proposition, 
therefore, the investment model for America is modified to reflect these considerations.
(6.5) Ain FDIAt = a 0 + ocj Ain FDIAt_j + a 2 AlnGDPt_j + a 3 Aln|-^-jD tA
+ a 4 A ln ^ ^ jAt.i + a 5 Ain XAt_i + a 6 Ain MAt.j + a 7 Ain TIDAt.j
+ a 8 Ain SKILt.j a 9 Ain PDVt.j + a 10 Ain ERAt.j + a n Ain OPENt.j 
+ ECMt.j + T + £ cpj lnVt_i + st
where FDISA is stock of US investment in Indonesian manufacturing, TIDA is trade 
intensity between America and Indonesia, SKIL and PDV are respectively skills and 
productivity of workers in US manufacturing. Other variables are defined as before.
As said previously, for this analysis we use the data set of 1970-1994. This 
enables us to capture two policy regimes: import-substitution and export-oriented 
investment. Unlike the manufacturing data used in equation (6.2) section 6.3, where FDI 
data is the estimates of investment realization, the data for Japanese and American FDI 
are on approval basis, since estimates for realization are only available for aggegate 
manufacturing. In equation (6.5) the long-run relationship is captured by the parameter 
of the ECM term. Like equation (6.3), not all of the variables in this model are
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differenced ones. Extra lag level variables are also included here to avoid the imposed 
homogeneity. In the estimation process it is found that these variables are insignificant, 
hence they are dropped from the equation.
The results of the estimation for the Japanese model are reported in Table 6 .6 . 
All the estimated coefficients are signed as expected. Estimation of the ECM term is 
found significant at a 5 percent level, suggesting that FDI, labour costs, and the 
domestic market size are cointegrated. Exchange rates, labour costs, and XA (exports to 
the America) are also found significant at 5 percent level at least, and other variables 
which are not significant are omitted from the equations. Further insight into the 
stability of the relationship can be obtained by performing unit root tests on the 
residuals of the estimated equation. It is found that the residual are stationary with t 
statistics of - 6.17.




1 Intercept ECMt_! Ain ERJt_2
w ” ) '«
I A In Xa,_2 !
Coefficients -0.99 -0.17 0.32 0.99 = 0.07
t-value (-2.84)* (-3.79)* (2.61)* (4.00)* (2.11)*
Adjusted R2 = 0.81; Breusch-Pagan het. test = 0.75; D.W = 1.72;
Jarque-Berra = 2.12; S.ERegr =0.06; LM(1)= 0.32; LM(2)=1.10; 
Chow test = 1.84; ADFtest =-6.17
Notes: 1. Dependent variable: A In FDIJ
2. ECM = In FDI1 - [In GDP - In (W G/VA)°]
3. * significant at least at 5 % level. Critical values are the same as in Table 6.1.
4. Figures in bracket are t-statistics.
The significance of Japan’s labour costs in the short run and Indonesia’s labour 
costs in the long run in affecting the outflow of FDI from Japan is an obvious indication 
that higher labour costs have caused Japanese industries to lose their competitive edge at
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home and to become uncompetitive in international markets, and hence have pushed 
Japanese FDI overseas. The variable of Xu is also significant although the coefficient is 
relatively small. This may indicate the relatively small influence of that exports have on 
Japanese FDI inflows to Indonesia.
From the estimation results in Table 6 .6  above there are two implications that we 
may draw: (i) Based on the cointegration term, these results support our hypothesis that 
the relative comparative advantage between Indonesia and Japan, in this case due to 
labour costs and the potential domestic markets, has attracted Japan’s FDI to Indonesia. 
Also structural changes occurring in Japan have driven Japan’s FDI overseas. The 
significance of variables exchange rates and labour costs in Japan are some obvious 
indications of these structural changes, (ii) The significance of the variable export-to- 
America (XA) may lead us to infer that Japanese FDI is a trade-oriented one. As has 
been explained, trade frictions between Japan and America have forced Japan to 
circumvent the tension by producing in the third countries and exporting the product to 
the American markets. Thus, the ability to control and customise the cross-border 
production and transaction activities through the networking system has given Japan the 
ability to exploit the relative comparative advantages among countries in the region.
To test the proposition that the factors affecting the flows of FDI from the US 
into Indonesia are theoretically different from those affecting Japanese FDI, in the 
following we apply the Japanese model using the American data, that is we used 
equation (6.4) for American data (model a). In the model b, we test the long-term 
relationship between American FDI and exports to see whether such a relationship 
exists for American FDI. Lastly we compare these two results with model c which is 
estimated by applying equation 6.5 using the same set of American data. The results of 
these models are presented in Table 6.7.
The estimation results of the three equations seem to perform well. In all models, 
ECM terms are significant except for model b which is significant only at a 10 percent 
level. This means that all variables in the ECM term are cointegrated. All coefficients
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are signed as expected. Lagged investment (FDI), openness (OPEN), the ratio of home to 
host country’s labour costs (WGA/WGD), and productivity of US firms (PDV) are also
Table 6.7 Estimation of determinants of American’s manufacturing FDI, 1970­
1994, annual data.
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4. Figures in bracket are t-statistics.
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found significant at least at a 5 percent level. In the estimation process, the coeficients 
of labour costs of the US and Indonesia as shown in equation (6.4) are insignificant, and 
they become significant when transformed into a ratio of the US and Indonesian wage 
costs. Other extra lag-level variables to impose non-homogeneity are not significant, 
hence they are dropped in all models. Surprisingly, exports are not found to be 
significant factor in determinants of American FDI.
On the face of it, all models more or less perform equally. But careful 
examination of the diagnostic tests reveals some weakness. There are no serial 
correlations of the first and second order in all models, except in model a where the LM 
test is in the border of 5 percent level (significant at 6  %). Although Durbin h does not 
reveal such serial correlation problems, the use of LM tests are better than the Durbin h 
test in the case of a small sample (Gujarati, 1995 and Inder, 1986). Using a model with 
serial correlation will result in inefficient estimates. In model b the ECM term is 
significant at a 1 0  percent level only, reflecting the fact that a weak relationship exists 
between the variables in the ECM term. Thus, model c is superior to the other two 
models. It does not have serial correlation of any order, and it passes other diagnostic 
tests as well.
The implication from the econometric results above is that model a, which is 
similar to the Japanese model of equation (6.4) does not represent the long-run 
relationship for the American model. In other words, Japanese FDI model may be 
different from American FDI model. In model b, however, we do not find a strong long- 
run connection between FDI, exports and GDP. What we can infer from all these results 
is as follows: (i) The results of the econometric estimation seems to support our 
hypothesis that Japanese FDI and American FDI are different and that the determinants 
of Japan’s FDI are best explained by the comparative advantage hypothesis. This is 
indicated by the long-run relationship of the model in which Japanese FDI is affected by 
labour costs, the size of domestic markets, exchange rates, and export to the US. (ii) The 
determinants of American FDI are best explained by eclectic hypothesis. This is
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indicated by the significance of variables domestic market size (similar to that of 
Japanese) and the human capital o f American firms, as shown by variable SKIL, which 
reflects the firm specific advantage of American FDI.
With respect to short-run dynamics, these two FDIs also show some differences. 
While Japan’s FDI is driven significantly by wage increases, Yen appreciation, and 
exports, American FDI, in addition to wage increases, is affected by the lag of FDI, 
openness of the economy, and the firm’s productivity. Productivity seems to be specific 
to American FDI and this is not the case for Japan. American FDI is also sensitive to 
government policy as indicated by variable OPEN or the trade regime of the domestic 
economy, while Japanese FDI is not. The speed of adjustment toward long-run 
equilibrium is also different in Japanese and American FDI models as indicated by the 
coefficients o f ECM terms, where for the Japanese model the coefficient is much biger 
(0.17) than for the American model (0.08). This means that Japanese FDI is more 
responsive toward adjustment to long-run equilibrium than American FDI.
These results, as discussed in Chapter 4, are supported by Pangestu (1987) who 
also found different patterns of Japanese and the American FDI in ASEAN countries. 
She found that distinct features of Japanese FDI reflect (i) the complemetarity in the 
industry structure of FDI and (ii) the country bias between Japan and Indonesia. The 
intensity o f FDI between the US and Indonesia and other ASEAN countries is found to 
be low and she further suggested that a large share of American FDI in the region is 
attributed to other factors such as oligopolistic power and firm specific advantage. In 
contrast, Japan’s high intensity of FDI in Indonesia and other ASEAN countries is a 
result o f both complementarity in industrial structure and country bias. She further 
suggested that country bias (cultural and geographical proximity, historical, political 
and institutional ties) has affected the inflows of Japanese FDI. Japan, Asian NIEs and 
Indonesia shares a relatively high degree of country bias factors, while America shows 
many differences from Asian countries. It is geographically distant from Asia so that its
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economy is unlikely to be integrated naturally with Asian economies. 12 In short, these 
findings may confirm that American FDI is best explained by the eclectic paradigm as 
proposed by Dunning.
The complementarity of industrial structure in FDI is also in line with Kojima’s 
hypothesis of comparative advantage, that is an industry with factor proportions 
relatively close to those of an economy will be more comparatively advantaged when it 
moves to that economy than when it moves to another economy with much different 
factor proportions. Thus, Japanese labor-intensive industry will remain competitive 
when it moves to an economy with an abundance of labor supply due to 
complementarity between the two economies.
The results derived from these findings are also in line with other recent 
empirical results such as Suh and Seo (1997), Hufbauer, et al (1994), Lee (1990) and 
others. Lee supports the Kojima’s hypothesis in the case of Korea. He found that 
Japanese FDI is indeed different from American FDI in that country. In the case of 
Taiwan, Chou (1988) found evidence to support Kojima’s hypothesis although he also 
found evidence of inconsistencies.
6.6 Conclusions
In this chapter we have suggested that FDI inflows to Indonesia can be explained 
by three theories incorporated in empirical models, that is the catching-up product cycle, 
comparative advantage and eclectic paradigm. The first two hypotheses have been 
integrated. Based on the empirical findings, it is found that the two hypotheses set up at 
the beginning of this chapter are confirmed. Firstly, the product cycle and Kojima’s 
dynamic hypotheses are more appropriate in explaining Japanese FDI. Secondly, for 
American FDI, Dunning’s eclectic paradigm is more justified. To test these hypotheses
12 Kreinin (1996) calls the economies in East Asian region as a ‘natural trading bloc’ which is defined as 
one that would preserve country’s comparative advantage ranking should it choose to enter a regional 
trading bloc
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we described the determinants of FDI and ran empirical tests for total manufacturing 
FDI, disaggregated industry, and country source-based FDI. Based on the data 
description and empirical econometric findings presented in this chapter, there is 
substantial support for the above hypotheses.
In terms of manufacturing, the causes of FDI inflows can be summarised as 
follows: (i) Indonesia is attractive as a production site in terms of its market size and 
factor cost comparative advantage, (ii) The attractiveness of the domestic market is 
further confirmed by the underlying dynamics between trade and FDI as indicated by 
the imports variable (exports from the home country) which is cointegrated with FDI. 
In the short run, imports also significantly influence FDI flows. This result also 
indicates the strong influence of import-substitution policy in the early 1970s and the 
influence of the natural sequences of the product cycle in later periods in investing 
countries, (iii) Government policy is another factor that induces FDI inflows to 
Indonesia as indicated by variable openness.
At the industrial level, factors affecting FDI inflows indicate that structure of the 
industry begin to improve and upgrade as the economy moves up to the next ladder, in 
the context of the catching-up product life cycle hypothesis. The growth of unskilled 
labour-intensive industry output starts to slow down, although at this stage their 
contribution is still significant to total exports because factor costs remain important 
determinants of FDI. At this stage exports gradually overtake from imports as the 
dominant factor affecting FDI which indicates a further move in the product cycle from 
the second stage, where imports (the home country’s exports) function to service 
domestic markets, to the third stage, where foreign production begins to take place, 
which subsequently achieves efficiency and starts to export to third countries. As 
envisioned by Kojima’s dynamic hypothesis there has been industrial upgrading 
process, through structural changes in factor endowment.
Empirical results reveal that factors determine FDI inflows at industrial levels 
are as follows: (i) The attractiveness of the host country again is the dominant factor in
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affecting FDI inflows. This is reflected in the factor cost comparative advantage and 
domestic market size in labour-intensive (ULI), human-capital intensive industries 
(HCI) and technology-intensive industries (TCI), (ii) The complementarity between FDI 
and trade, particularly exports, seems to enhance the inflows of FDI. These results are 
indicated by the cointegration between the variables FDI and the variables domestic 
labour costs and exports in the ECM term in ULI and HCI, cointegration between FDI 
and variables exports and GDP in TCI and the significance of variable GDP in a short- 
run dynamic in HCI. The significance of exports rather than imports in affecting FDI 
reflects a gradual change in the industrial structure. As the product cycle hypothesis 
predicted, at the third stage of product cycle, exports from host country begin to 
dominate imports as efficiency improves in domestic production. Different from ULI 
and HCI, TCI seems to exploit both domestic as well as exports markets as shown by 
the cointegration of variables FDI, GDP and exports.
The final purpose of this chapter was to elaborate the characteristics of Japanese 
and American FDI determinants in the context of the Indonesian economy and to test 
the second major hypothesis of this chapter. It was found that Japanese and American 
FDI are different, at least at the present time. Claims by some economists that Japanese 
and American FDI are converging is not yet found to be the case in the Indonesian 
economy, although in the long run the differences between these two giants might 
disappear. Japanese FDI appears to be less capital intensive and to concentrate on more 
labour-intensive industries than its American counterpart. In terms of employment of 
expatriates, Japanese firms employ fewer than American firms but the trends are similar, 
and in the future it is likely to be the same as Japanese human capital becomes more 
mobile and is better able to govern and control its global business.
From the empirical results it was found that (i) Japanese FDI is affected by the 
domestic market size and labour costs, which indicates that the relative comparative 
advantage differences between Japan and Indonesia have induced Japanese FDI inflows, 
(ii) Substantial appreciation of Japanese currencies had a strong influence on the
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outflows o f Japanese FDI to Indonesia. This reinforced the structural change at home 
and further eroded the competitiveness of Japanese industries, (iii) Exports to the US 
also significantly influence Japanese FDI inflows which indicates two important 
features. Firstly, they indicate the export-orientation o f Japanese foreign production and 
secondly, there is a need to expand and secure market share overseas, to escape the trade 
friction with the US and Europe, to increase efficiency and to capitalise on the regional 
integrated market.
For American FDI, (i) capitalising the firm specific advantages seems to affect 
its FDI inflows to Indonesia, as indicated by the variable skills and productivity of 
worker. This indicates the ownership advantage of American FDI. This seems to remain 
in the long run as the important factor in driving FDI into Indonesia, (ii) Similar to 
Japanese FDI, market size and factor cost comparative advantage are also important 
factors in inducing American FDI as indicated by variables GDP and the ratio of the 
American to Indonesian labour costs.
In terms of the response to discrepancies in short-run and long-run 
disequilibrium, Japanese FDI seem to be more responsive than the American FDI. This 
is indicated by a larger coefficient ECM term in Japanese model than that of the 
American model.
CHAPTER 7
TRADE AND FOREIGN DIRECT INVESTMENT
7.1 Introduction
In the previous chapter, the determinants of FDI were analysed and some models 
identified and estimated. We also discussed in Chapter 4 the major effects of FDI on the 
economy, among the more important are trade effects. The relationship between FDI 
and trade is very important as this has correlations to economic growth, income and 
GDP. Regarding the FDI-trade relationship there are two main propositions suggested in 
the literature: (i) FDI is trade substituting and (ii) FDI is trade complementing.
Proponents of FDI as trade substitution, for example Mundell (1957), present the 
case that under an assumption of identical production functions within the framework of 
the Heckscher-Ohlin-Samuelson theorem, FDI and trade are substitutes for each other. 
That FDI is a trade complement is favoured by Schmizt and Helmberger (1970), among 
others, who argued that production functions vary across countries so that FDI and trade 
are complementary. Another significant proponent of FDI-trade complementarity is 
Kojima (1973, 1978, 1990), and Kojima and Ozawa (1984) who argued that whether 
production functions are identical or different among countries, the effects of FDI are 
substitutable for trade under the framework of the Heckscher-Ohlin-Samuelson theorem. 
Kojima claims that FDI will be complementary for trade only if FDI is undertaken by 
the home country’s comparative disadvantage industry; otherwise the result will be 
trade destroying.
The exact relationship between trade and FDI is then essentially an empirical 
one. From observations of the magnitude of FDI and trade flows and their steady growth 
in the the Asia Pacific region, one could find that FDI may be a complement to trade 
rather than a substitute. The main purpose of this chapter is to examine the effects of
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FDI on trade in the Indonesian economy. To achieve this objective, two hypotheses are 
proposed regarding the FDI-trade relationship. Firstly, FDI and trade are 
complementary; that is, FDI and trade reinforce each other in a two way relationship. 
Secondly, FDI operating in Indonesia is characterised by its hade orientation, and this is 
particularly pronounced in the case of Japanese FDI as opposed to American FDI, at 
least in the current state of the Indonesian economy.
To facilitate discussion of the trade effects of FDI, this chapter will firstly 
discuss structural change and trade comparative advantage in relation to the trade effects 
of FDI. This is because the effects of FDI on trade occur through changes in industrial 
structure and trade comparative advantage. These effects can take place either in the 
home or the host countries. In the light of the above hypotheses, this chapter is 
organised as follows: section 2  discusses structural changes and trade comparative 
advantage; section 3 elaborates the impact of FDI on manufacturing exports; this is 
followed by discussion of FDI impact on industrial exports in section 4. Section 5 
outlines the relationship between Japanese and American FDI and their exports 
performance. Finally, section 6  concludes the findings of this chapter.
7.2 Structural change and trade comparative advantage
The objective of this section is to assess further (i) the magnitude of structural 
changes in industry by examining the changes in factor intensity of exports and the 
changes in trade comparative advantages,; and (ii) the relationship between FDI and the 
structural changes of industry. As discussed in Chapter 2 the definition of structural 
change covers a wide dimension of economic distribution and activities. In this section 
we only concentrate on the industrial dimension, particularly the changes in industry’s 
comparative advantage, factor intensity, and trade.
The composition of Indonesian exports has shifted significantly from natural 
resource-based products to manufactured products. The shift is attributed to changes in 
the country’s comparative advantage and the resistance to trade which is caused by
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government intervention (Ariff et al 1985). The change in comparative advantage is 
related, to some extent, to the change in capital accumulation, transfer of production 
factors from investing countries (skilled workers, knowledge, and technology) and the 
linkages they produce to local industries. It is in this regard that FDI plays a significant 
role. The links between FDI, structural changes, and changes in comparative advantage 
can be illustrated in Figure 7.1. As the figure shows, the effects of FDI on structural 
changes and the subsequent changes in the economic variables occur through 
multinational corporations (MNCs), as important agents that bring capital (FDI) to the 
host countries.
Figure 7.1 The effects of FDI on trade capacity
MNCs
I Change in Comparative 
I Advantage
Policy interventions-------(jTrade Capacity^)
Structural changes occur due to changes in relative cost structures among 
industries and countries, while the changes in relative cost structures are often caused by 
changes in technology and factor endowments. Another factor which causes structural 
change is changes in demand patterns, with income per capita perhaps the most
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dominant factor. While the latter may take a relatively longer time, other changes (in 
technology and factor endowment) could happen in a relatively short time. Technology 
in some industries, such as electronics, can change in just a few months. MNCs play an 
important role in this process as they possess their own sources of competitiveness (the 
technology or knowledge-based assets) which they bring to the country in which they 
operate. A developing country may lack key technical and managerial skills while 
MNCs have an abundance of these assets. Developing countries usually lack capital to 
start projects. MNCs will bring in the capital, either equity capital or loans, as they have 
wider access to financial providers than local companies. Combining these two assets 
(home and host country advantages) would bring the optimal exploitation of 
comparative advantages that could lead to production and exports. Production could 
take place where it would not have been possible before.
However, the public good characteristics of knowledge-based assets associated 
with FDI could lead to moral hazard and spill-over effects. In many instances, it is 
difficult to prevent these knowledge-based assets from being transferred to local 
competitors through the firm’s employees. As the skills and techniques are embodied in 
the employee, the positive externalities are likely to happen over time. As a result, the 
home economy becomes more diversified in terms of worker skills and factor 
endowment will permanently change. As Markusen (1991) points out, FDI (MNCs) is, 
by nature, a major vehicle for transferring technical and managerial skills to the host 
country. This will have important implications for factor endowment and in turn will 
bring permanent structural changes into the economy.
Changes in factor endowment are embodied in the catching-up product cycle 
hypothesis. This hypothesis explains the shifting competitiveness of an industry over 
time by focusing on the dynamic change in factor endowment. Because developed 
economies, such as Japan, are losing their competitive advantage at home, they need to 
relocate their production overseas where they can maintain or complement their 
comparative advantages. They bring factors of production (capital, technology and
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management) to a less developed economy and help promote structural change. In other 
words, if FDI is directed toward those industries in which the home’s economy is 
disadvantaged, the developing countries which receive such FDI will be increasing their 
comparative advantage. This kind of FDI will promote structural adjustment both in the 
home country and the host country, by releasing resources from disadvantaged 
industries at home, and expanding and developing new skills in developing countries 
such as Indonesia. Through this process there will emerge specialisation within industry 
in the developing country which will enhance the division of labour. Developed 
economies will concentrate on high value added industry while developing economies 
will specialise in manufactures in which they have comparative advantage. Over time, 
according to Kojima (1978), this division of labour will move forward according to the 
dynamic of changes in factor endowment and relative comparative advantages both in 
home and host economies, until the industrial structures of both, characterised by 
horizontal division of labour within industry, become more similar (convergence). At 
this stage the potential gain from trade is still enormous.
Thus, FDI affects trade capacity through a sequential process, beginning with a 
change in factor proportion as a result of increases in FDI which bring capital, 
technology and management to an industry. This upgrades the industrial structure in the 
economy and promotes changes in trade structure, comparative advantage and increases 
trade capacity. When export capacity rises one could expect a close connection between 
FDI and trade. Figure 7.2 illustrates the link between FDI and trade, based on balance of 
payment data. Although the amounts of capital brought in by foreign corporations is not 
huge, 1 the contribution of FDI to export growth seems to be significant. In 1986, for 
example, American firms alone contributed about 29 percent of all Indonesian exports, 
including oil and gas, the dominant American exports. In electrical machinery, 
American firms contributed 6 8  percent of Indonesian exports in 1984 (Plummer and
1 Based on balance o f payments data it is only about 6 percent o f gross domestic investment. However, 
this figure is an underestimate as it does not include reinvestment which is quite substantial, and also 
investment that came from Chinese ethnics which is not recorded officially as they go through family 
connections. More importantly, it does not take into account the impact o f the equity capital it brought in.
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Ramstetter, 1991). Although the relative role of the US in Indonesian exports tended to 
decline in the late 1980s as Japan and NIEs increased their share sharply, in absolute 
export value, it is still significant.
Figure 7.2
The Relationship between FDI and Export/Import of Manufacturing
Source: Central Bureau of Statistics of Indonesia, various issues
Trends in FDI and exports obviously move closely together, indicating that FDI 
may contribute to the growth of exports, particularly since the mid 1980s when the 
government strongly encouraged export-oriented FDI. At the same time, imports also 
rise as new investment projects need capital inputs, parts and components which are 
mostly imported from the investing countries. So the trade between host and home 
countries is on the rise too. Trends in imports showed a little drift apart horn FDI, 
especially in 1982, before it slowed down in the following year, reflecting the 
intervention of government, while exports were relatively free to follow their trends. 23
2 In 1994 American planned manufactured exports were about 18 percent of total production capacity 
while Japan for the same figure was more than 44 percent (See Table 7.7).
3 Other factors besides FDI also contribute to the substantial increase in imports. Among of them are 
import-substitution policy embraced by government in the period of the late 1960s or the beginning of 
1970s until the mid 1980s which needed a lot capital goods and intermediate inputs to support the 
industrial development. Imports were also induced by over-valued exchange rates. To align the currency
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In a particular case, it is possible that the sequence by which developing 
countries develop their export capability does not exactly follow the sequence illustrated 
in Figure 7.1. Production and export can take place without much impact on structural 
change. This is the case in an industry that has little or no linkages with local industry, 
usually an industry that uses high-level technology which cannot be easily transferred to 
local industry, and results in an enclave industry. Another example is the development 
of export industries which are highly reliant on import-based inputs or intermediate 
goods. Such an industry is not linked backward to local economies and will foster a 
dependence on imports. This will limit the ability of an industry to compete 
internationally. In general, export capability needs to be developed in a sustainable way 
so that backward and forward linkages in the economy would emerge and the industries 
will grow relatively equally. This is what Kojima called step by step transfer of 
manufacturing from developed to developing countries to achieve sustainable growth in 
industries.
To further investigate the sequential structural change of trade, in the following 
we examine the shift of export composition from one group to another. Based on factor 
intensity, we have developed a classification of commodities which identifies their 
production characteristics and then disaggregates manufactured exports according to 
this classification (as explained in Section 6.4). The classification includes three 
industrial sectors: unskilled labour-intensive (ULI), human-capital intensive (HCI), and 
technology- intensive goods (TCI). Thus, unskilled labour-intensive industry means an 
industry which uses labour intensively in its production process. In addition to these 
categories, we also group the industries into resource-based, intermediate goods and 
machinery and transport equipment industries (See appendix C).
In examining the changing structure of industry and trade, we expect to discover 
a shift from exports of natural resource-based products toward more ULI, HCI and TCI
to the international range a series o f devaluations was introduced. Each period after the devaluation, 
imports tend to slow down slightly and then move again until another devaluation occurred. Deregulation 
that government introduced is particularly substantial, by reducing tariffs across the board pushed the 
import drive.
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products. In other words, the factor intensity composition of exports will shift from 
natural-resource based to labour-intensive products, and then at a later stage will shift 
toward more human- and technology-intensive products. Figure 7.3 illustrates these 
changes. In the late 1980s, the export composition began to change, moving away from 
natural resource-based products to manufactured products.
Figure 13
Factor Intensity of Manufactured Export Commodities
Source: Calculated from IEDB data
Some points are worth mentioning regarding these trends: firstly , primary-based 
products and labour-intensive products were dominant until the mid 1980s and early 
1990s respectively. Since then the structure of manufactured exports has shifted away 
from primary- and labour-based products to human capital- and technology-based 
products. Secondly, in the mid 1990s, trends for primary products further declined 
sharply and labour-intensive products seemed to be slowing down, while human-capital 
and technology-intensive industries showed upward movements, although their levels 
were still lower than those of labour-intensive industry. The decline in exports of 
labour-intensive products was caused by the decline in exports of two key commodities 
in this group: textiles and plywood. Markets for these two products became tighter and
Chapter 7 Trade and FDI 198
more competitive as new producers such as Vietnam and other Indo-China countries 
entered.
As in Figure 7.2, in the following we also relate FDI to exports. FDI and exports 
are measured by percentage shares to their total based on factor intensity. The graphs 
show a closed relationship between exports and FDI, moving in similar fashion, except 
for primary-based products, which drifted somewhat (Figures 7.4 a-d). Trends of 
primary-based and labour-intensive products decreased slightly, while those of human- 
capital and technology-intensive products rose slightly in 1994, after slowing down 
previously. This, again, reflects the change in the industrial structure of the country. As 
the theory predicted, primary-based and labour-intensive products will decline relatively 
and other manufacturing will take the lead, until a certain stage is reached where it will 
go down too, to be replaced by technology-intensive products. From the above 
discussion we can conclude that there have been significant changes in the industrial 
structure of the economy as reflected by the changes in trade structure and trade 
comparative advantages.
The change in trade structure can be assessed by examining the export 
performance of a commodity or group of commodities relative to other countries. 
Export performance can be measured by an index of Revealed Comparative Advantage 
(RCA), calculated in the following way (Ballasa, 1965):
RCA =
where Xij is exports of commodity j from country i, Xwj is the world’s exports of 
commodity j, Xim is exports of total manufactured goods from country i and X ^  is the 
world’s exports of manufactured goods. An index equal to 1 indicates a normal 
performance relative to other countries, and greater than 1 indicates underlying 
comparative advantage above the average relative to the world. The RCA indices for 
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Figure 7.4 Factor intensity of FDI and manufacturing exports.
(a) Primary-based product (c) Human capital-intensive product
1980 1982 1984 1986 1988 1990 1992 1994
(b) Labor-intensive product (d) Technology intensive product
Source: Calculated from IEDB and BKPM data 
Note. FDI data is 2 years moving average
Table 7.1 Revealed comparative advantage indices of industrial groups
Industrial Groups 1980-89 1990-95 1990 1995
Unskilled-labor
intensive WÈÊÈÊSË 2 .0 2 1.97 1 .86
Human capital intensive 0.27 0.46 0.29 0.59
Technology intensive 0.28 0 .2 1 0.15 0.29
Intermediate goods 1.36 1.19 1.18 1.41
Machinery & Transport 
equipment 0.14 0.19 0.08 lllliliillïl;
Source: Calculated based on BPS data
Unskilled labor intensive industries are still dominant in manufacturing exports 
with an index of 2 in the 1990s, but they tended to decline in 1995 after a record high 
of 2.25 in 1992. The RCA index of human-capital intensive industries is still below one 
but the trend is on the rise. Similarly, RCA indices for intermediate goods industries 
also moved upward and showed quite respectable performances which indicate that this 
industry will be an important industry in the near future as MNCs utilise more and more 
regional hub production networks in producing their products. The other two industries, 
technology intensive and machinery are still far below to catch up. This means that 
these two industries do not achieve a stage of comparative advantage yet as the other 
industries.
To see the relationship between FDI and trade structure more clearly, we 
calculate the Pearson correlation between percentage share of FDI and trade 
comparative indices (RCA). FDI share is the percentage share of industrial groups to 
total FDI over the period 1980-1994. The results further support our contention that FDI 
has obviously affected the structure of trade and further enhanced trade comparative 
advantage (Table 7.2), particularly unskilled labour-intensive and technology-intensive 
industries. This also supports the proposition mentioned at the beginning of this chapter 
that FDI plays an important role in promoting structural change in manufacturing
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industries. Section 7.3 will further elaborate the quantitative relationship between FDI 
and trade.
Table 7.2 Pearson correlation coefficients between 
FDI share and RCA indices
Industry groups Coefficients
U nskilled Labor intensive 0.50
Human capital intensive 0.35
Technology capital intensive 0.69
Source: Calculated from BKPM data for FDI and IEDB for exports
Further change in export structure and trade comparative advantage is likely to 
proceed as expected. The composition of Japan’s industries, relocated to Indonesia, is 
expected to change gradually from labour-intensive to human-capital or technology­
intensive industries. During the last five years there has been relocation of electronic 
industries from Japan. For example, in mid 1996, at least 8 Japanese industries in 
electronic components decided to move their plants to Indonesia, with the total 
investment to amount to US$ 100 million. This is equivalent to about 10 percent of total 
cumulative Japanese FDI in electronics in 1997. The growth of Japan’s electronic 
industries in 1996 averaged 14.85 percent. In 1991 total Japanese investment in 
electronics was around US$ 215.12 million and increased to US$ 374 million in 1995 
(Republika, 1 June 1996). This figure became US$ 1,169 million in 1997.
In summary, the above discussion lends support to the contention that the 
structure of Indonesian industry has changed significantly during the last two decades, 
from natural resource-based production to manufactured production. The rapid changes 
in export and import composition and trade comparative advantage confirm this 
proposition, and the trends of FDI-trade indicate the role of FDI in this process.
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7.3 Trade-Foreign Direct Investment Relationship: Manufacturing
Section 7.2 discussed structural changes in Indonesian trade, which shifted away 
from natural resource-based to processed-manufactured products. Within manufacturing 
itself, human-capital intensive and, to some extent, technology-intensive industry has 
also experienced upward trends since the mid 1980s. The closed relationship between 
structural change, trade and FDI has also been shown. In this section we assess 
quantitatively the relationship between exports and imports and FDI by using 
econometric analyses.
As discussed in Chapter 4, we can identify three possible trade effects of FDI: (i) 
it will increase exports of capital goods and intermediate inputs from home to host 
country, (ii) it will increase exports of finished goods from host countries to either home 
country or to a third country, and (iii) it will improve the overall trade balance of the 
host country (Lii, 1994) due to import displacement effects. However, these effects also 
depend on the type of goods produced (services, final goods, materials and intermediate 
goods), destination of markets (home, host or third country markets), and the direction 
of FDI (inward or outward). Here we consider the effects of FDI on trade between two 
countries where the investing country, B (say Japan, the home country) is investing in A 
(Indonesia, host country) and the goods produced could be sold in home (B), host (A) or 
third markets (C) (See Table 7.3).
To explain Table 7.3, let’s consider the first row, the case where Japan (B) 
invests in Indonesia (A) to produce final goods (F) and exports the products back to 
Japan. At the initial stage, imports from Japan will increase, assuming that Japan tends 
to import capital, equipment, and material goods (intermediate and parts) from home- 
based parent companies (column 7). After production takes place, exports of final goods 
from host to home country will begin (column 5). The increase in exports from host to 
home country would negatively affect the exports of material goods previously required 
to produce those final goods in the home country (column 4). Although exports of 
equipment would be mostly once only, exports from the home to the host country could
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remain positive, not only because the plant in the host country would need more 
equipment or material goods (intermediate, parts and components) to run or to expand 
the plant, but also the materials would continue to be needed insofar as the local 
suppliers cannot replace them or the home parent firm can constantly upgrade its 
technological superiority.4 The end result of this on exports and imports and in terms of 
trade balance would tend to be positive for the host country since the value of final 
goods is likely to be higher than the value of material goods imported from the home 
country. It would be negative if material goods were worth more than final goods. This 
is the case of import-substitution FDI, for example.
Table 7.3 The effects of inward FDI on trade between two countries




market of E M F E M F
i b/w 
i A and B
1 2 3 4 5 6 7 8 1 9
F B 0 -,0 + +, 0 +, 0 0 j +
lllliillll 0 0 i i B i l i l i i i i i i i i ¡¡illilll | -
c 0 -,0 0 +, 0 +, 0 0 j -
M B 1 1 1 1 + 1IIBI + ,0 + ,o + ,o 1 + ’?
A 0 0 0 +, 0 -,+, o 0 | -
C 0 0 a +, 0 + ,0 0 1 -
E B + 0 0 +, o 0 0 j +
liillillllil 0 lillllliil a ” 0 0 0 ; +,?
c 0 0 0 + , 0 0 0 ! + ’?
Source: Adapted and modified by present author from An-loh Lin (1995) and Lii (1994).
Notes: E = Equipment and machinery; M = Material (primary and intermediate), parts and components; 
F = Final products, 0 = has no effects, + = positive effects and - = negative effects.
4 Japan appears to be one country which is able to keep continue upgrading its technological edge against 
local or potential foreign competitotrs (see Lin An-Loh, 1995; Simon, et al, 1996; and Hatch et al, 1996 
among others)
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In the case of domestic market-oriented FDI, for market A (second row) in Table 
7.3, there would be no exports of final goods to the home country and as in the previous 
case, there would no exports of material goods either. However, from the home 
country’s stand point there would still be exports of equipment and material goods at 
least in the initial stages until the local suppliers could provide supporting goods. And 
the final goods which are previously imported from home country are now expected to 
decline. The results on the trade balance would tend to be negative since the exports 
forced from the home country are likely to be stronger than for imports.
In the case of production-platform FDI, that is, the production intended to be 
marketed in the third countries, the trade balance between host and home country would 
tend to be negative too. This is the case that commonly occurs between Japan and 
Indonesia where imports from Japan are used for production processes in Indonesia and 
the final products are sold in third-country markets, the US and Europe, resulting in a 
trade deficit with Japan and a trade surplus with the third countries5.
Different goods would have different impacts on trade between two countries. If 
the product being produced is intermediate material goods and the market destination is 
the home country, the trade effects could be positive or uncertain. It would be positive if 
the final product assembled from material goods is exported to the home country and is 
not exported back to the host country; and it could be negative or unchanged if the final 
products are shipped back to the host country.
The trade effects of FDI can be analysed in two ways: first, within a macro­
economic model and the second approach is to consider FDI in export and import 
functions or a micro-economic approach. The present study follows the second approach 
and primarily focuses on exports of final products. To test the propositions in Table 7.3
5 In term o f total exports, Indonesia and Malaysia are the only countries in Asia which do not experience 
a trade deficit with Japan. In the case o f Indonesia this is because the contribution to the export surplus o f  
oil and natural gas, while for machinery, equipment, parts and components, Indonesia has trade deficit, 
similar to other countries in Asia.
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we utilise econometric tools to analyse the FDI-trade relationship by specifying export 
and import functions.
As discussed in Chapter 5 only export supply is examined while export demand 
is assumed to be small relative to trading partners. According to theory, an export 
supply function traditionally relates the volume or value of a country’s exports to the 
ratio of relative export prices and domestic prices, and the productive capacity of the 
exporting country (Arize, 1990; Rodgers, 1993; Bond, 1985). Muscatelli et al (1992, 
1995) specified export supply as a function of capital stock and variable costs, in 
addition to export prices. In this study we specify export supply (following Muscatelli), 
but some modifications are made in order to make it more relevant to the Indonesia 
economy, that is, we include in our model FDI as an explanatory variable.
As discussed in Chapter 5, the reason we include this variable is two fold. 
Firstly, we would like to test the relationship between FDI and exports. The movement 
of FDI overseas is not necessarily preceded by trade, but it may take place because of 
the existence of ownership and location advantages, the need to internalise the firm’s 
specific advantages within the internal companies, or to increase efficiency in the case 
of efficiency-seeking FDI. The existence of this kind of FDI may enhance regional 
trade. Secondly, the conventional trade function may not represent the realities of the 
current economies, particularly in the Asia Pacific region, where FDI from Japan, NIEs 
and US have played a significant role in regional trade and will continue to do so in the 
near future. Japanese FDI is mistakenly omitted from the trade model in Asia Pacific 
economies (Lii, 1994). So far there have been no studies into the FDI and export 
relationship in Indonesia. Lii’s study is one of very few empirical studies to investigate 
such a relationship for the case of Japanese FDI in the Asian developing countries. In 
contrast to Lii’s study, the present study includes not only Japan but also America as 
these are major sources of FDI in Indonesia. In addition to FDI, we also include gross 
domestic investment (GDI) to reflect the role of capital stock. Export prices are
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expressed as the ratio of export prices to domestic prices in terms of domestic currency 
and variable costs are captured by domestic labour costs.
The data range is the same as before, that is 1970-1994, thus it covers both 
import-substitution and export-promotion regimes. As before we use the concordance in 
Appendix C to correlate two data sets, ISIC and STIC systems. We first look at 
aggregate levels of manufacturing industries.
The export supply function is based on model 5.3. Model specification of 
dynamic model is carried out by the General-to-Specific Modelling approach in which 
the specification begin with a general model as data and sample constraints allow with 
more lags than there would normally be. We follow Inder (1993) Kremer et al (1992) 
and Banerjee (1993) who proposed Unrestricted ECM which and claimed that this 
model has better overall statistical properties for a finite sample than either the Engle­
Granger two-step procedure or the fully modified estimator of Hanson and Phillips. The 
distingushing features of this model was elaborated at lenght in Section 3 of Chapter 6 . 
The specification of the general dynamic model can be expressed in a single equation as 
follows:
(7.1) AlnX t = <x0 + a , Ain XM + a 2 Ain FDIt.j + a 3 Ain GDIM + a 4 A ln (^ ^ J t.i 
+ a 5 A ln^jt-i +X ECMt,  + S 9i lnVw + et
where:
X = exports of manufacturing from the host country
FDI = stock of total realisation of manufacturing FDI in host country
GDI = gross domestic investment
PX = domestic export price indices, in US dollar
ER = nominal exchange rates, measured as unit number of domestic currency 
(Rupiahs) to that of US dollars.
PD = domestic price indices, in Rupiah
= labour costs, ratio of wage to value added, in manufacturing
ECMt = (In Xt - Z cpj lnVt)
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In the above equation (7.1) we include extra lag level variables to break 
imposing a homogeneity relationship in the ECM term. The lag length is chosen so as to 
obtain data-congruent representation. The cointegration test is given by the coefficient 
of ECM term, X. Given the limited number of data and low frequency, we limit the lag 
length to two. We include a lagged dependent variable (X) in the export function to 
capture the dynamic process in the model. Having the lags in independent variables is 
also in line with the common wisdom that exports do not adjust instantaneously to their 
long-run equilibrium following a change in any of their determinants.
Regarding the coefficient signs, some comments are in order. The sign of the 
ECM coefficient is expected to be negative. The coefficient of the price term is expected 
to be positive, since export supply will increase when the rupiah (domestic currency) 
export price rises relative to domestic prices, particularly after an exchange rate 
devaluation or depreciation. Other coefficients, such as lagged exports and GDI, are 
expected to be positive too. Labour costs are negatively related to exports since exports 
will be less competitive in international markets if production costs rise. The effect of 
FDI on exports, however, is uncertain, depending on types of FDI and goods being 
produced, as explained in Table 7.3. But it is likely to be positive, although in a 
particular case it could be negative if it is domestic market-oriented FDI. Domestic 
market-oriented FDI generally will have effects similar to that of import-substitution 
policy, that is, to eliminate or at least reduce the dependency on imported final good 
which is positive for the host country. But it may also eliminate or negatively affect 
exports of the intermediate or material goods once required to produce final goods in the 
home country. More importantly, imports of capital and intermediate goods, due to 
under-capacity production and inefficiencies, may finally put pressure on the balance of 
trade. The end result is likely to be negative as shown in many cases in developing 
countries which pursued an import-substitution policy. Trade-oriented FDI, on the other 
hand, tends to have a positive effect on exports as it is likely to outweigh the imports of 
intermediate goods. The type of goods being produced also influences the effect of FDI
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on exports. It could be positive if the product is intermediate goods and marketed for the 
home country’s or third-country markets.
The estimation results of the export supply functions are presented in Table 7.4. 
The estimation process is carried out by testing down the model and eliminating 
statistically insignificant variables, and imposing data-acceptable restrictions on the 
regression parameters until a parsimonious error correction representation is obtained. 
All lagged level variables (variables V), except price ratio, are found to be insignificant, 
and are thus omitted from the model. This indicates the existence of a homogenous 
relationship between the dependent and omitted variables, and non-homogenous 
relationship with variable price ratio. Further examination, by performing unit root tests 
on the residuals, shows the stability of the relationship as indicated by the white noise 
residuals and the significance of ADF. The signs of the parameters also conform to the a 
priori expectation.
Table 7.4 Estimation results of export supply function for 
manufacturing goods, 1970-1994, annual data
AlnX =  - 6.45 +  0.27AlnXM -1 .2 7 A ln [ ^ ] t.1 +0.52AlnGDIM +0.80 l n ( ^ p ) t-i -0 .45ECMm  
-(4.42)* (1 .94)#  (-2.63)* (2.15)* (3.78)* (-4.48)*
R* 2  34=  0.48; S.E. R e g =  0.1; Durbin h = -1.1; Jarque-Berra = 0 .7 9 ;
LM  (1) =  0.38; L M (2 ) =  0.23; B-P het. test =  2.54; Chow test =  3.27; ADF =  -4 .7 3
ECM =  lnX - [In FDI+ In GDI-ln(WG/VA)+ln(PX*ER/PD)]
Notes: 1. Figure in bracket are t-statistics.
2. * significant at 5 % level; # significant at 10 % level.
3. Critical values for ECM term is - 3.91 at the 5 % level.
4. Critical value for ADF test is - 4.18 at the 5 % level.
The results suggest that there is a long-run relationship between exports on one 
hand and FDI, GDI, labour costs, and price ratio on other as indicated by the significant 
/-ratio of the ECM term. These results confirm our hypothesis as previously stated that
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FDI and exports are complementary, rather than a substitute. The positive effects of 
relative price of exports and negative effect of labour costs on exports suggest the role 
of comparative advantage of these factors in the export drive. Factor-costs, indicate 
labour costs, reflect the existence of comparative advantage between exporting and 
importing countries. In the short run, labour costs and domestic investment are also 
significant in affecting the exports.
Generally, the results of this study are in line with other empirical results, for 
example Muscatelli (1992, 1995) who found that export supply is significantly affected 
by export prices and labor costs in case of Hong Kong and by export prices and capital 
stock in Korea, Taiwan, Thailand and Malaysia. Although empirical research on export 
supply is relatively abundant, such studies with a focus on the Indonesian case are 
relatively rare. Arize (1990) and Rogers (1993) are among those economists who 
investigated export supply in Asian developing countries and included Indonesia in their 
studies. Rodgers (1993) examined the performance of Indonesian trade, focused on 
exports. But she did not relate her investigation to FDI at all, using traditional variables 
for her export function. Studies emerged when Asian NIEs economies became more 
important in the Asia Pacific region, but ad yet investigations into the effect of FDI on 
export supply in Asian developing countries are even more scarce. Research into the the 
effects of FDI on export supply in the Indonesian case is, to the best of our knowledge, 
non-existent. This is the first such research.
To further examine the trade-FDI relationship, in the following we look at the 
import-FDI relationship by specifying an import function. As mentioned in Chapter 5, 
an import function can also be divided into two: import demand and import supply 
functions. For the same reasons only the import demand function will be considered and 
the world import supply function is not specified. World import supply for Indonesia is 
relatively small compared to Indonesia’s trading partners’ import supply, so that 
quantity and price can be assumed not to be determined simultaneously. Thus, import 
demand can be specified separately.
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Imports were more likely to be subjected to many interventions during import 
substitution regimes that created some distortions in the economy. Even at the present 
time, the government controls, to some extent, the flows of imports to keep the trade 
deficit manageable, and to protect some industries, particularly those which are not yet 
strong enough to compete in international markets. In general imports can not move as 
freely as exports. However, the government makes allowances for imports of 
intermediate and capital goods for the purpose of domestic investment and production. 
Thus, theoretically, FDI will have a rather stronger connection with imports of 
intermediate, component and other capital goods, than with manufacturing products. 
This is because FDI needs capital, machinery and component goods to set up their 
factories and further needs intermediate and components during the production process. 
Therefore, in this chapter we use imports of intermediate goods rather than 
manufacturing imports in our model specification.
A conventional import demand equation relates the volume or value of imports 
demanded by a country to the ratio of import prices to the domestic price and to 
domestic income. Since it is our purpose to assess the effect of FDI on imports 
demanded, an FDI variable is included in the equation. We also include GDI in the 
equation for the same reason as it was included in the export demand function. The 
general dynamic model is the same with previous model (7.1) and can be expressed in a 
single equation as:
(7.2) A1nMTt = a 0 +aj AlnMIt.j + a 2 Ain FDIt.j +Aln GDIt.j + a 3 Ain GDPt.j 
+ a 4 A l n p ^ j w  +X. ECMw + 2<p, lnVw + st
MI denotes total imports of intermediate and capital goods and PM denotes import price 
indices in dollars. Other variables are defined similar to those in the export supply 
function. The coefficient of the price term is expected to be negative since the demand 
for imports declines when the rupiah prices increase relative to domestic prices, 
particularly after devaluation or rupiah depreciation. The ECM term is also expected to
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be negative and all other variables are expected to be positive. It is worth mentioning 
that the sign of the FDI coefficient is again uncertain. As described in Table 7.3, the 
possible effect of FDI on imports of intermediate goods is either positive or 
nonsignificant. Because in the equation (7.2) MI is intermediate goods, it is likely that 
the sign for FDI will be positive. It may be nonsignificant if the FDI concerned can 
satisty their need for intermediate goods from local suppliers.
The estimation results of the import function are reported in Table 7.5; it shows 
that imports of intermediate goods are affected by FDI, GDP, and import prices as 
indicated by the cointegration term in ECM. Lagged imports, FDI and GDP variables 
are significant, but the sign of the parameter of GDP is negative, opposite to what was 
expected. The coefficient of FDI is at the border line between 5 and 10 percent 
significant level. In the short-run, FDI does appear to significantly affect the level of 
imports, although it is not strictly so at the 5 percent level.
Table 7.5 Estimation results of import demand for intermediate goods, 1970-1994, 
annual data.
AlnM I= 5.8 +  0.42AlnM M +0.40Aln FDIt.! -0.24AlnGDPt.1 -Q.581nf PMp̂ ER M -0.78ECMt_!
(5.53)* (2 .63)*  (-1 .99)# (-5.5Y (-2 .47 y (-61)*
R2 =  0.67; S.E. R e g =  0.1; Durbin h = -0.28; Jarque-Berra = 0 .5 3 ;  
L M (1 )  =  ; L M (2 ) =  ; B -P  het. test =  5.3; Chow test =  1.53; A D F =  - 4.3
E C M  =  In MI - [lnFDI+lnGDI-ln(PM*ER/PD)]
Notes: 1. Figure in bracket are t-statistics.
2. * significant at 5 % level; # significant at 10 % level.
3. Critical values for ECM term is - 3.91 at the 5 % level.
4. Critical value for ADF test is - 4.18 at the 5 % level.
The results confirm our hypothesis that FDI and trade are complementary rather 
than substitutes. Both long-run and short-run FDI has a significant effect on imports. 
The speed of adjustment toward long-run equilibrium is also quite high; about 78
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percent of the discrepancy between the actual and the long-run equilibrium value of 
imports is corrected in the next period.
To explain further the hypotheses mentioned in the introduction, we need to 
disaggregate the data series by breaking down the models into industrial levels and 
country’s source of FDI, as previously done in Chapter 6. In the following section, 
industry will be grouped into unskilled labour-intensive, human capital-intensive and 
technology-intensive industries. It is assumed that the behaviour of the export function 
may be different from one industry to another or from one investing country to another. 
However, we do not specify import functions in the following sections because the 
estimation results are found to be poor.
7.4 Trade-Foreign Direct Investment Relationship: Industry
The objective of this section is to examine further the relationship between FDI 
and trade using the disaggregated data, broken down into industrial groups. We use the 
same model as equation 7.2 in the previous section where export supply is a function of 
export prices, factor costs, FDI and GDI. There are three export supply functions to be 
estimated, as was done in section 7.3: labour-intensive industry (ULI), human-capital 
intensive industry (HCI) and technology-intensive industry (TCI).
Regarding the variables in the export function, some problems emerge in the 
construction of the export price indices due to their high volatility. The composition of 
Indonesian exports changed considerably during the period 1970-1995 as Indonesia 
moved away from exporting low unit value and high weight exports (such as 
agricultural products) to high unit value manufactured exports. The structural shift in 
exports resulted in an upward trend of the export price variable, while the export 
quantity experienced a slight downward trend in the period 1970-1990. However, at the 
beginning of the 1990s export prices started to decline again as Indonesia faced new 
competition from emerging economies producing similar products, such as China and 
the Indo-Chinese countries. Another problem is the high volatility of export prices,
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particularly in the non-homogeneous products categories. To avoid these problems, 
Divisia weighted export prices and quantity indices were developed. Divisia Prices are 
calculated by using the Time Series Processor (TSP) software package.
Different from previous sections, in this section we are not able to identify 
cointegration between exports and explanatory variables. This is because the data range 
of 1980-1994 is not long enough to capture the long-run relationship among variables, 
although the data has been constructed into half-yearly series so as to have more 
frequency. The unit root tests revealed that variable GDI is stationary and others are not, 
as shown in Appendix E. Therefore, in this section we proceed to do only a short-run 
analysis. The model now contains both level and differenced variables which produce 
stationary residuals. We start from a general model, test down using OLS to get a 
specific one, by successively eliminating statistically insignificant regressors and 
imposing data-acceptable restrictions on the regression parameters, to obtain the final 
parsimonious dynamic equations.
Even though the frequency is 30 observations after data construction, the time 
span is relatively short (1980-1994) so there are probably insufficient dynamics 
embedded in the data-generating process to make it feasible to run cointegration tests. 
The long-run or low-frequency properties of the data may only be dimly reflected, thus 
reducing the probability of identifying the cointegration relationship among the 
variables (Menon, 1993). In this case, where the data is non-stationary but the 
cointegrating relationship is hardly identified or, if it is identified, it is unstable and 
highly sensitive to lag length or variable choices, it is then appropriate to model in 
stationary variables by differencing the variables until stationary of error terms is 
achieved. Modelling in levels when level variables are not cointegrated will lead to 
results that may be subject to the problem of ‘spurious’ regression, that is superficially 
the results may look good but further probing will reveal that the variables do not have 
any relationship or at least look suspect.
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The estimation results of these three industry-related equations are reported in 
Table 7.6. As the results show, capital stock (FDI) is found to be significant in all 
equations with positive effects on ULI and TCI industries and negative one on the HCI 
industry. As mentioned in Table 7.6, the effects of FDI on exports may be positive or 
negative, depending on the type of FDI and the product being produced. FDI parameters 
positively affect exports for ULI and TCI industries, which supports our hypothesis of 
the complementarity between exports and FDI. The negative effect of FDI on exports of 
the HCI industry may not necessarily indicate substitutionality between FDI and trade. 
From the host country’s point of view the negative effect of FDI on exports probably 
reflects the fact that those exports may comprise intermediate and raw material goods 
which are no longer required to produce the final goods now that the production has 
shifted. The appropriate way to measure for substitutionality between FDI and trade is 
to use exports from the perspective of the home country (imports from the host country). 
Estimation results of the import demand function in Table 7.5 confirm this proposition. 
However, in the cases of industrial levels, we are not able to specify import functions as 
import data does not allow to do so. Similarly, domestic capital stock can a have 
positive or negative effect on exports. Its effect is positive on exports of ULI industry 
but again negative on exports of HCI industry, while for TCI it is insignificant and thus 
omitted from the equation. Factor costs remain significant factors in all industries, as 
indicated by the significant parameters of labour costs at 5 percent level in all equations.
These econometric results again support the contention that FDI and exports are 
correlated each other. Taking into account the results in Chapter, 6  we can conclude that 
FDI and trade reinforce each other. In the above econometric results the direction of 
trade is not defined, so we assume that the trade direction could be from the host to the 
home or a third country. In either case the relationship between exports and FDI is 
complementary, rather than substitute. To assess further the impact of FDI on exports 
and the direction of trade, in the following section we will proceed to examine the 
country’s sources of FDI: Japan and the US.
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Table 7.6 Estimation of export supply functions of unskilled-labor intensive,
human-capital intensive and technology intensive industry, 1980-1994, 
half-yearly series data.
Independent U nskilled Labor j Human Capital j Technology
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ln fWGl  1 1 -0.84 j
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(-4.23)* j







Adjusted R 0.59 | 0.58 j 0.84 ;
S. E o f  Regression 0.06 j 0.06 j 0.27
Chow test 0.7 j 1.5 j 5.3
Durbin h 0.72 | L3 j 0.69
LM  (1) 0.14 | 4.8 [ 0,37 i
LM  (2) 3.8 j 4.8 j 0.47 |
B.F. h e t  test 3 3  | 5.2 j 2.26 j
Jarque-Berra 0.38 j 0.54 j 2.6 j
A D F tests - 4.57 j -4 .2  ! -4.29 if
Notes: 1. Dependent Variable: AlnX, refers to each industry.
2. Figures in brackets are t-statistics.
3. * significant at 5 % level; # significant at 10 % level.
4. The critical values are for ADF is - 4.11 at the 5 % level.
7.5 Trade-foreign direct investment relationship: Japan and America
In terms of FDI stock, Japan and America are the two significant investors in 
Indonesia. These two investors represent two different economies with different 
characteristics. In this section the comparison between Japanese and American FDI and
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its effects on trade are evaluated in relation to the second hypothesis mentioned at the 
beginning of this chapter. The emphasis will be on exports as they are less subjected to 
policy intervention. Firstly, we examine the characteristics of Japanese and American 
exports in relation to FDI. This will be followed by an econometric analysis.
The differences between Japanese and American FDI manufacturing are gauged 
by examining trade-related characteristics. In terms of export orientation, Japan and 
America display a slight divergence. Based on approval data, Japanese FDI is found to 
be more export-oriented than American. Table 7.7 shows the ratio of exports to 
production between Japanese and American FDI, which in turn indicates the export 
propensity of investors. It reveals that Japanese FDI in the later period tends to be more 
export oriented than American, as suggested by Kojima’s hypothesis. In the 1980s,
Table 7.7 Export-orientation of Japan and 
American manufacturing FDI









Source: Calculated from BKPM data
Japanese FDI was less export oriented than American FDI due to import substitution 
policies. After export promotion policies were introduced, Japanese FDI responded 
quickly and in the 1990s its ratio of exports to production capacity was more than twice 
that of American FDI, except during the period 1985-1990 where American FDI was 
more export oriented than that of Japan. This was because in 1988 American FDI
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invested substantially in the pulp industry and 90 percent of that was for export. 
Indonesian pulp production exceeds its domestic demand so most pulp production is for 
export purposes. If this investment is excluded, the figure will be around 20 percent 
rather than 56 percent
Trends in export orientation of Japanese and American FDI are presented in 
Figure 7.5. Japanese and American FDI almost followed a similar pattern during the 
period 1980-1994 with the trend line of Japan higher than the American line, except in 
1988, for the reason mentioned before, and in the beginning period (import substitution) 
where American FDI was slightly more export oriented than Japanese FDI. This also 
accords with what Thee (1984) previously suggested (Section 7.4) that Japanese FDI 
was more domestic-market oriented than export-oriented in that period. However, after 
economic liberalisation Japan responded accordingly and in the late 1980s and early 
1990s Japanese FDI was more export oriented than American.
Figure 7.5 Export orientation of American and Japanese 
manufactured FDI (Export/production capacity)
Source: Calculated from BKPM data
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The rising trend in export orientation of Japanese FDI is not only in Indonesia, 
but generally in Asian economies. In 1992, for example, the ratio of exports to total 
sales of Japanese affiliates in manufacturing was 45 percent in Asia compared to only 
23 percent in Latin America. Currently, parts and equipment imported by Japanese 
affiliates in Asian from Japan constitutes a significant share of their total imports, about 
38 percent (MITI, 1994).
Now we turn to econometric analysis. As before we test the data series for the 
unit roots. We found that the data series for both Japan and America are non-stationary 
and thus becoming stationary after one difference (See Appendix E). We continue to use 
the same ECM model as in equation 7.2. Variables now refer to each respective country. 
Export variables refer to exports from Indonesia to Japan or the US and FDI is from 
Japan or the US to Indonesia. Relative price of exports is similarly defined as before, the 
ratio of export price to the domestic price level. Exchange rates now refer to bilateral 
rates between Indonesia and Japan or the US, rather than effective exchange rates, 
measured as a unit of domestic currency over a unit of Japanese or American currency.
The expected signs of each parameter are as follows. FDI is expected to have a 
positive sign, assuming that FDI is trade oriented and products are final goods as 
explained in Table 7.3, column 5. The expected sign of the relative export price is 
positive because an increase in export prices or a decline in domestic prices or 
depreciation in exchange rates of domestic currency, will provide incentives for 
exporters to export more. Labour costs is expected to have a negative sign and finally, 
GDI and lagged exports are expected to have positive signs.
The estimation results are presented in Table 7.8. Cointegration among variables 
in these two models is indicated by ECM terms. Both ECM terms are significant at 
least at 5 percent level reflecting a strong long-run relationship among the variables. The 
FDI from these two investing countries equally affect Indonesian export supply 
behaviour in the long run. The differences between these two FDI are as follows. 
Firstly, Indonesia’s export supply to Japan (for simplicity we call it Japan’s model) is
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related to factor costs (labour costs), while for America export behaviour is related to 
relative export prices. These results indicate that exports to Japan are induced by cost 
factors, reflecting the comparative advantage between the two countries, while exports
Table 7.8 The estimation results of Indonesia’s Export Supply
Functions for Japan and the US, 1970-1994, annual series.
Japan:
Ain X 1 =  . 5.8  +  0.41 Ain X 1 +  1.0 Ain FD I,.] +0.72 AlnGDIt_2 - 0 .52 ECM
(-3 .06)*  (2.06)* (1 .46) (-2 .67)* (-3.92)*
K =  0.38; S.E. R eg =  0.45; Durbin h =  0.16; Jarque-Berra =  1.20
LM  (1 ) =  0.025; L M (2 ) = 0 .1 3 ;  B.P. het. test = 2.5; Chow test =  3.8; A D F =  -5 .1
E C M  =  lnXJ - [In FDI - In (WG/VA)]
American:
A lnXA = -1.3 +  0.33 Aln XAM
(-4.8)*  (2.7)*
+  0.71Aln  
(3.4)*
PNT p .)  t. 2 - 2.1 A l n ^ ) , . !  -0 .4 2 E C M ,.!  
(-2 .09)* ( -5 .1 )*
R2 =  0.68; S.E. R eg =  0.2; Durbin /* =  - 0.16; Chow test =  1.53; Jarque-Berra = 3 . 0  
L M ( 1 )  =  0.028; L M ( 2 ) = 0 . 1 3 ;  B.P. het. test =  0.74; ADF = - 6 . 4 9
E C M  =  In X A - [In FDI +  In (PX*ER/PD)]
Notes: 1. Figures in brackets are t-statistics.
2. * significant at 5 % level.
5. Critical values for ECM term is - 3.91 at the 5 % level.
6 . Critical value for ADF test is - 4.18 at the 5 % level.
to America are affected more by price factors than cost factors. The significance of the 
price ratio in the American model further highlights the differences between the two. It 
may reflect the fact that price competition is more important than cost factors in the case 
of export supply to America either in the long- or in the short run. This is not surprising 
since American markets are quite competitive as many exporters want to get a share of 
these big markets.
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Secondly, in the short run, factors affecting Indonesia’s export behaviour are also 
different in relation to Japan and the US. Export supply to Japan is affected by FDI, GDI 
and lagged exports, while for American model it is affected by relative prices of exports, 
labour costs and lagged exports. This indicates that export supply to Japan is affected by 
FDI more strongly than that to America since FDI appears only in the Japanese model.
Thirdly, the coefficient of the ECM term for Japanese model is bigger than that 
of the American model, indicating that cointegration among variables is more 
pronounced in the case of Japanese model than that of the American model. It also 
indicates that the speed of adjustment is faster in the case of Japanese model than that of 
American model. This result accords with Table 7.7 where it shows clearly that 
Japanese FDI is more export- oriented than American FDI. In sum these results support 
our second hypothesis that Japanese FDI is more export oriented than American FDI.
Finally, related to the first hypothesis, in Chapter 6  we already explored the 
determinants of FDI where exports are found to be one of the important determinants of 
FDI. Combining this with the findings of this chapter we can suggest that exports and 
FDI are complementary. FDI is affected by trade and at the same time trade, particularly 
exports are also affected by FDI as postulated by our first hypothesis.
7.6 Conclusion
This chapter has examined the economic relationship between exports and FDI, 
the main topic in this chapter. As the relationship between these two involves an 
interdependent process of many other economic variables, we also examined structural 
changes in industry and trade, and change in trade comparative advantage in relation to 
FDI. Also, we examined the effects of FDI on exports quantitatively in a formal 
econometric analysis. We set up two hypotheses (i) trade and FDI are complementary; 
and (ii) FDI in Indonesia is trade oriented and this tendency is more pronounced in the 
case of Japanese FDI than American FDI.
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From the above elaboration and discussion we draw some conclusions. Firstly, 
the structure of industry and trade have experienced enormous change. This is indicated 
by a significant shift from natural resource-intensive and unskilled labor-intensive 
exports to processed- and manufacture-based exports. To examine export performance, 
we disaggregated export composition based on factor intensity and compared the 
relative performance of each. Export performance (measured by RCA) confirms this 
structural change, where comparative advantage has shifted from primary-based to 
manufacture-based industries. We also explored the role of FDI in this structural change 
by calculating the Pearson correlation indices between FDI share and RCA. This 
indicates that FDI plays a significant role in the process of structural changes.
Secondly, trade and FDI are complementary rather than substitution. Our 
econometric results indicate significant cointegration between exports and FDI variables 
in all equations: manufacturing exports, disaggregated industrial level exports (except 
for HCI industries), and country-destination exports, to Japan and America. More 
importantly, this result is further supported by estimation results of the import demand 
function, where FDI has significantly influenced exports from the home country (import 
demand from the host country). This means that the investing country’s FDI is not 
found to replace its exports in overseas FDI sites.
Thirdly, based on the results of the econometric analysis as well as discussion of 
the data available, we also come to the conclusion that Japanese FDI is more trade 
oriented than American FDI, at least at the current stage of Indonesian economic 
development. The ratio of export to production capacity is higher for Japanese than 
American FDI. Econometric results also show different performances between these two 
FDIs. For the Japanese model, long-run relationship is found between exports, FDI and 
labour costs, while for American FDI, it is found between exports, FDI and export 
prices. The difference in short-run relationships is more pronounced in supporting the 
above proposition. Exports to Japan are affected by lagged FDI and GDI, while exports 
to American are affected by relative export prices and labour costs.
CHAPTER 8
CONCLUSIONS AND POLICY IMPLICATIONS
8.1 Introduction
The main objectives of this thesis have been to outline the determinants of 
foreign direct investment (FDI) inflows to Indonesia and to examine the relationship 
between FDI and exports. We have developed some hypotheses in order to facilitate the 
analysis and discussion to achieve the above objectives.
This final chapter is devoted to bringing together the major findings of this 
thesis, deriving policy implications from the analyses, and suggesting areas for further 
study that would extend and improve the results and policy implications of this study. 
The following section will summarise the major findings derived from previous chapters 
of this thesis. This is followed by policy implications in section 3 and contributions of 
this study in section 4, and finally section 5 offers some future directions for research to 
improve and extend the results of this thesis.
8.2 Major findings of this thesis
The Indonesian economy has undergone significant structural changes and 
experienced sustained and respectable economic growth as a result of cumulative 
progress during the last two decades or so. It has been able to upgrade its position in the 
world economy as a result. The origin of this success, apart from the significant 
contribution of abundant natural-based resources (agriculture, mining and oil), is the 
redirection of economic policy from inward to outward looking. This policy shift, 
triggered by unfavourable external shocks and internal economic failures has had
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significant impact on capital movement (FDI) and international trade. These two sectors 
contributed to the internationalisation of Indonesian economy.
Following this policy shift, the domestic as well as international economy 
responded accordingly. International trade and FDI upsurged significantly in the mid 
1980s and the structure of the economy began to shift from a natural resource-dependent 
to manufacture-based dependent economy in which FDI and international trade play an 
important role. Similarly, the composition of FDI inflows also shifted from natural 
resource-intensive to labour-intensive and intermediate product industries. This shift is 
interdependent with structural changes occurring in the region (NIEs and Japan) which 
resulted in changes of relative comparative advantage in industries, both at home and in 
host countries. The once-dominant industry, textiles, began to decline and was replaced 
by intermediate industries such as the chemical, paper, metal, and basic metal industries. 
As a result of change in relative comparative advantage, Indonesian trade structure also 
changed. This is indicated by the change in trade and growth composition and export 
performance (measured by RCA), which shifted from primary-based products to 
processed and manufactured products.
The rise of FDI and trade in East Asian economies and ASEAN has encouraged 
economists recently to investigate this phenomenon. Although this area of research has 
sometimes been developed, the focus has been mostly on developed countries, while 
that in developing countries has been widely ignored. This study is intended to fill this
gap-
There are a number of theories concerning the determinants of FDI in the 
literature; however, none of these can explain every type of FDI. In general what 
economists can reasonably do is formulate paradigms to provide an analytical 
framework for explaining particular kinds of FDI. For determinants of FDI, this study 
focuses on two major FDI sources, Japan and America; and uses Kojima’s theories of 
the catching-up product cycle and the dynamic comparative advantage to explain the 
phenomena of FDI flows from Japan and the electric theory of Dunning for American
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FDI. The catching-up product life cycle theory is still relevant for most developing 
countries, which have quite different income levels from developed countries. As a 
corollary to this hypotheses, Kojima’s hypothesis of comparative advantage provides 
the framework for analysing the determinants of FDI in Indonesia.
The patterns and trends of FDI flows in the East Asia and Indonesia seem to 
follow the catching-up product cych theory, particularly the trend of FDI coming from 
Japan and other NIEs. Following changes in regional and Indonesian economic 
structures, the patterns of FDI have changed significantly over the last ten years. FDI 
flows from relatively advanced countries to the less developed countries in the region. 
Japan has been a major supplier of FDI to other countries in the region; however, it only 
receives a small amount of FDI from those countries. Further, NIE countries supply a 
substantial amount of FDI to ASEAN countries. The change in FDI flow patterns may 
reflect as well as enhance the changes in industrial structure, comparative advantage and 
the flows of trade in the region. In the light of the above hypothesis the causes of FDI 
inflows to Indonesia and generally to ASEAN can be summarised as follows. First, the 
need to relocate labour-intensive industries to other low-wage labour countries to 
m aintain  competitiveness in international markets. Second, the substantial appreciation 
of Japanese and NIE currencies as a result of strong pressure to revalue their currencies, 
which rendered their labour-intensive industries less competitive in export markets. 
Third, the need to secure and expand market access in the face of increased trade 
friction between Japan and NIEs with the US and European countries and the need to 
increase efficiency and capitalise on integrated regional markets. And fourthly, home as 
well as host government policies become more open and receptive to international 
capital and facilitates the surge of FDI from Asian NIEs.
The empirical results of our study, in general, are in line with hypotheses put 
forward previously. These empirical results consist of two major parts. Chapter seven, 
dealing with FDI determinants, is aimed at testing the theories of FDI determinants 
which are considered most appropriate to explaining FDI inflows to Indonesia. These
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empirical analyses are applied to manufacturing, disaggregated industry levels and the 
country’s sources of FDI (Japan and the US). Chapter eight analyses the FDI-trade 
relationship. Its main objective is to examine the impact of FDI on trade, especially 
exports. As in chapter seven, it is also applied to manufacturing, industry levels and the 
country’s sources of FDI. In addition, it also assesses the effects of FDI on trade 
structure and trade comparative advantages. To facilitate the analyses and discussion, 
some hypotheses have been set out in relation to each objective in both chapters.
Econometric methods used in this study are based on L cointegration and 
6unrestricted error correction modelling’ (UECM) that have greatly enhanced the 
approach to non-stationary time series analysis and allows one to analyse both long-run 
and short-run relationships. We follow Inder (1993), Kremer et al (1992), Baneijee 
(1993) and Demetriades et al (1996) who recently used this approach and claimed that 
Unrestricted ECM offers better statistical properties in finite sample size than either the 
4 two step Engle-Granger’ procedure (1987) or the modified estimators of Phillips and 
Hansen (1990). The models are specified by the dynamic specification of the ‘general­
to-specific' modelling. This approach is effective because the inclusion of several 
variables and their lags as regressors increases the chances of obtaining a cointegrated 
set of regressors.
The empirical findings of FDI determinants from chapter seven can be 
summarised as following. Firstly, based on econometric findings and supported by 
descriptions of the data as well as trends, it is found that FDI inflow to Indonesia is in 
line with Kojima’s hypothesis of comparative advantage and the catching-up product 
cycle theory. Labour costs, trade variables (export and imports), the openness of the 
trade regime and Indonesian GDP are the main factors affecting FDI inflows. Such 
evidence is found in manufacturing and industry levels. Based on FDI sources, Japanese 
FDI inflows are affected by labour costs, GDP, export to the US, and bilateral exchange 
rates. Variables such as labour costs and exchange rates reflect different comparative 
advantages between home and host countries which confirm Kojima’s hypothesis. The
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variables GDP, the openness of the trade regime, and exchange rates reflect the 
locational advantages of Indonesia in attracting FDI. Trade variables, exports and 
imports, reflect the dynamic relationship between trade and FDI. This also confirms the 
FDI-trade relationship as the product cycle hypothesis set out previously.
Secondly, it appears that Japanese and American FDI are different from each 
other, at least at the current stage of the Indonesian economy. This is indicated 
particularly by the variables skilled and productivity of workers which have influenced 
American FDI inflows, while these variables are not found in the Japanese FDI model. 
These two variables reflect the ownership advantages of American FDI. This is in line 
with Kojima’s hypothesis. Although there is evidence in some cases that Japanese and 
American FDI move closely together, as suggested by Buckley (1991), Dunning (1993), 
and Simon and Jun (1995), in Indonesian manufacturing industries, the case is found to 
be different and there is no strong evidence yet that these two FDIs converge. As Hatch 
and Yamamura (1995) claim, Japanese FDI is far from converging, but diverges even 
further over time. This is because of Japan’s replication of the patterns of the Japanese 
domestic system. The structure of the Japanese network firms follow the keiretsu-liked 
network system which is different from other networks.
The empirical findings of chapter eight can be summarised as follows. Firstly, 
manufacturing imports have dominated exports, both in terms of value and growth. The 
composition of imports is mostly dominated by capital inputs and intermediate and 
consumption goods. To some extent, the rapid growth of investment in intermediate and 
technology intensive industries has been responsible for this increase. At the same time 
the high import growth is not followed by a similar growth rate in exports. This is 
particularly evident in the automotive and chemical industries, which has some 
implications for industry development, as we show later.
Secondly, there is evidence to suggest that FDI has played an important role in 
structural changes. The share of factor intensity-based FDI and exports has been
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moving in a similar direction. A closed relationship is also supported by ‘Pearson’ 
correlation coefficients between RCA indices and factor intensity-based FDI share.
Thirdly, the empirical findings of this study indicate significant relationships 
between exports and FDI variables in all equations: manufacturing exports, industrial- 
based exports (except for HCI industries), and country-source exports; and also between 
imports and FDI in the manufacturing equation. As most of the literature suggests, trade 
and FDI are complements rather than substitutes. Product cycle is the theory which 
explains formally integrated investment (FDI) and trade in a unified fashion. Kojima in 
particular argued that pro-trade FDI is certainly complementary to trade. Historical as 
well as empirical findings support this proposition. The close link between these two 
has been shown in chapters 4 and 5.
Lastly, the trends of the export orientation data shows that Japanese FDI is more 
trade oriented than American FDI, at least at the current stage of Indonesian economic 
development. The ratio of exports to production capacity is higher for Japan than 
America. The results of econometric analysis support the conclusion that these two FDIs 
perform differently.
8.3 Policy Implications
The results of this study show that the competitiveness of Indonesian exports is 
based on a short-lived advantage, low factor costs, which is vulnerable to even lower 
factor costs somewhere else. The lowest-cost source for natural resources can shift 
rapidly as new competitors emerge or as technological progress allows the exploitation 
of resources and improves efficiency. If this trend is not calculated appropriately, 
current comparative advantages, which are based on unskilled-labour intensive and 
natural-resource reserves will deteriorate. This is already indicated by strong export 
competition from Vietnam, China and India. The policy should be directed to improving 
the competitive advantage of human-capital and technology-intensive industnes 
gradually according to factor endowment capabilities. It is in this respect that FDI plays
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an important role in upgrading comparative advantage and enhancing trade capability as 
it brings not only physical capital but also human capital to the country.
However, the move from one stage to another should be done in sequence 
according to the progress of factor endowment capability - a process which cannot be 
done by jumping or skipping the usual stages, although the speed of the process could 
be increased. As Kojima said, the industry with capital-labour ratios that are closely 
related to those of an economy will be most competitive in the international markets. 
This means that industry with factor proportions sharply at odds with those of their 
economy will not be able to compete in international markets. Therefore, policy should 
be directed to improving the capital-labour ratios or factor proportions in accord with 
the required factor proportions for an industry; or the industry that will be developed 
should be compatible with existing factor proportions, at least in the short run, since in 
the long run it can be upgraded.
Developing a combination of policies directing investment to industries where it 
has a comparatively advantage based on the proximity of factor proportions, and 
policies upgrading the factor proportions so that industries with higher capital-labour 
proportions can move in, are more appropriate than adopting one policy only. This is 
because competitive advantage can be created as suggested by Porter (1990) through 
education and training and other human resource development. These two policies 
should be introduced in such as way that they progress in sequence so that they 
complement and enhance each other. The danger of pursuing only the first policy is that 
it easily loses its competitiveness because of its short-live nature, as mentioned above. 
The drawback of the second policy is that the industry may be caught up in high cost 
production. This is because (i) it is costly to improve endowment proportions in the 
short run, especially human resource development, (ii) the new industry may seek 
protection on the basis of being an infant industry, (iii) the new industry’s endowment 
requirement may be much higher than the existing endowment in the economy, thus it 
needs high imports of intermediate goods, inputs, capital or even human capital
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(expatriates). In other words this industry does not have strong backward linkages to the 
local economy. High dependency on imports will render the industry uncompetitive in 
international markets. Imports of capital and intermediate goods are high while exports 
are not able to compensate for the high imports. There is strong indication that this 
problem already exists in the Indonesian economy. There is a need for industries to 
grow relatively equally in the economy. This is what Kojima called step-by-step transfer 
of manufacturing from developed to developing economies to achieve sustainable 
growth and to smooth the transition from one phase to another. That is, when 
competitiveness of labour and natural resource-based exports declines, exports of 
human capital and higher value added exports are able to take the lead and compete in 
international markets. The current situation shows that Indonesia is now running the risk 
of lagging further behind its neighbours in developing high-technology industries and at 
the same time faces challenges from low wage competitors.
It is important to take precautions against the decline of primary-based exports. 
At the same time the forgone foreign exchanges are not compensated enough by non­
primary-based exports because their export growth tends to slow down. This will 
endanger the trade balance and foreign reserve in the long-run. From the monetary side, 
the currency will tend to depreciate more than it should. The economy will depend on 
indirect foreign capital, which is not reliable in the medium and long term.
The results of this study indicate that interdependence among the Indonesian 
economy, investing economies, and regional economies such as Japan, the US and 
Asian NIEs will become greater as the economic structures of these countries progress 
and become intrinsically more dependent on each other. This trend cannot be avoided or 
controlled against the market forces. The appropriate policy on the part of the 
government should be to utilise this FDI, which has comparative advantage, to 
accelerate the process of catching up in industrial development.
As trade and FDI are closely related to each other, policy should encourage a 
consistent and prudent liberalisation, removing economic distortions and carefully
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supporting those industries that are potentially able to compete internationally. 
Industries that have potential backward-linkages should be supported as such industries 
are likely to be able to compete in international markets. FDI should be utilised to 
improve and upgrade the intermediate, human capital-, and technology-intensive 
industries.
Data indicates that realisation of FDI is only about 50 percent on average of FDI 
approvals in Indonesia. Although FDI has been liberalised, 1 the realisation figures have 
not changed significantly. The latest incentive for FDI is the re-introduction of a tax 
break from 3 to 8  years depending upon the type of investment. This indicates that there 
are some obstacles that impede FDI realisation. The main problems are the complicated, 
time-consuming procedures, bureaucracy and inefficient government. These problems 
are believed to have contributed to the low implementation of FDI. Surveys by JETRO 
(1996) reveal that 53.8 percent of Japanese businesses mentioned bureaucracy as the 
main problem inhibiting their business. This concern is shared by the Minister of Trade 
and Industry who recognised the problem in his responses to business executives from 
Taiwan and Korea when they expressed the same concern (Kompas, 27 July 1997). The 
complicated bureaucracy has created a high cost economy. In the wake of competition 
among Asian developing countries, these issues need to be solved properly. Economic 
policy measures may not be able to offer a straight forward solution to this problem; but 
strong ‘political will ’ on the part of the government may offer some solution.
More recently, FDI inflows tend to have a domestic market orientation. Figure
7.5 shows that after its peak in the late 1980s, export-production ratios tended to be 
relatively stable for Japan and to decline slightly for American FDI. This tendency 
seemed to emerge when the policy toward FDI was relaxed as the carrot and stick policy 
went out of fashion. Econometric results also indicate that GDP significantly affected 
the flows of FDI. JETRO’s (1996) survey similarly confirms this trend, revealing that
1 Indonesia has been seen as one o f the most liberal countries in Asia, in both trade regime or FDI. See 
Chapter 3 for explanation on this topic and appendix 1 for chronological events or deregulation measures 
taken by government over time since 1967.
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45.7 percent of Japanese respondents mentioned the domestic market as an important 
reason to invest in Indonesia. The concern about this may be justified on the ground of 
the balance of payment difficulties.
However, this problem is related to industrial structure too. As global trade and 
investment becomes a dominant trend, investment, especially efficiency seeking FDI 
will be placed in the region under networking and clustering of subsidiaries which are 
controlled by the parent company at the centre of a global factory. Based on the global 
strategy, FDI will be placed in different sites or country and produce different pieces 
and components of products to supply the parent company. The site selection in the 
region is determined by factor endowments of that particular economy. In this global 
strategy, Indonesian seems to be excluded as its labour division does not fit into the 
network. Technology-intensive industry seems to be still in an infant stage (Figure 6.1). 
In terms of comparative advantage, human capital-intensive, technology-intensive, and 
machinery transport equipment industries are still not strong enough to compete in 
international markets, as indicated by their low RCA indices (Table 7.1). Consequently, 
industries which require technology or skilled labour are reluctant to move in. In this 
regard Pangestu (1991) pointed to the slow relocation of supporting industries to follow 
the parent firm. Therefore, Indonesia is more attractive as a market for products 
produced by the global factory than as an outsourcing supplier for the parent company. 
A prudent policy is need to address this issue. Again a sensible policy needs to attract 
FDI into a particular industry that will upgrade the industry structure and factor 
endowment. At the same time more incentives are needed to encourage FDI to move 
into export-oriented production.
8.4 Contributions of this study
There are three main contributions of this study to the field of foreign direct 
investment. Firstly, this is the first study investigating the determinants of FDI in the 
Indonesian economy, with formal and testable ways of utilising time series analysis.
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This study is also among those few studies investigating determinants of FDI in 
developing countries. Previous research has mainly taken the form of general surveys of 
FDI inflows into Indonesia, providing general statistical information, brief explanation 
and policy issues. The only study which investigated the determinants of FDI rigorously 
was Hasan (1981). He used Hymer’s theory of industrial organisation approach and 
used the percentage of foreign sales as a proxy for FDI. But our study is different from 
his with respect to theory and method, data, and the economic situation under which the 
study was conducted. More importantly he only analysed domestic market-oriented 
FDI and excluded export-oriented FDI which is a core aspect of this study. From this 
study we are able to determine the appropriate theoretical framework needed to explain 
the inflows of FDI into the Indonesian economy, that is Kojima’s hypothesis and the 
catching-up product cycle hypothesis, and the eclectic paradigm. The first two theories 
are more appropriate for Japanese FDI while the last theory seems suitable for American 
FDI. Until now there has been no study which tests the appropriate theories to explain 
FDI inflows into the Indonesian economy, except those offering general descriptive 
explanations and surveys, although some of these have pointed to some possible 
theories to explain the FDI phenomenon. Thee (1984, 1991), for example, in his survey 
article clearly indicated that Japanese FDI may be explained by the Kojima’s 
hypothesis. Moreover FDI from the NIEs is even more appropriately explained by this 
hypothesis. Unfortunately he did not go far enough to test the hypothesis.
Secondly, this study is also able to delineate different characteristics of FDI from 
Japan and America, two main FDI sources in Indonesia. This is a re-emergent issue and 
has been discussed in literature for a quite long time but a common ground and 
consistent solution has not been reached. This study found that the relative differences 
in comparative advantage among industries have influenced the flows of Japanese FDI 
to Indonesia. For the American FDI on the other hand, firm specific advantage seems to 
induce FDI flows into Indonesian industries. This study also found that Japanese FDI 
tends to be more export oriented than that of American.
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Thirdly, this study is also the first to take into account the role of FDI in export 
supply functions. Most of previous studies used traditional variables in export supply 
models. The exceptions are Muscatelli (1995) who used capital stock and Lii (1994) 
who used FDI in his export supply functions. However, these studies are different from 
our study. Muscatelli used capital stock in his model so that the role of FDI specifically 
is still unknown. Lii’s study is the only study which incorporates FDI in the export 
model but his research only considered the role of Japanese FDI in Asian developing 
countries. Our study includes American FDI and investigates its role in a specific 
developing country, Indonesia. This study found that FDI positively and significantly 
affects trade, especially in terms of Indonesian exports.
As a corollary to the above contributions, it is worth mentioning other distinctive 
features of this study. In terms of methodology, this study applies a new approach to 
time series analysis, that is cointegration and unrestricted error correction model 
(unrestricted ECM) in the econometric analyses. By this approach we are able to retain 
the long-run information of the variables as postulated by the theory and at the same 
time identify the dynamic process and the speed of adjustment of short-run 
disequilibrium from long-run equilibrium. Moreover, this study supports the hypothesis 
of complementarity between exports and FDI. This is also a re-emergent issue in the 
literature. Lastly, this study has been able to explore the effects of FDI on economic 
structural changes, although it does not identify the effects quantitatively in formal 
ways. This issue has never been tackled satisfactorily in terms of a testable hypothesis. 
This is left to future research.
8.5 Suggestions for future researches
There are several further research agendas which could follow from this study. 
Firstly, this thesis does not include Asian NIEs and ASEAN as sources of FDI. 
Particularly important is the Asian NIEs as they are becoming important investors in 
Indonesia. ASEAN will be important too in the near future as trade among countries in
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the region has also increased recently. It is also interesting to analyse NIEs and ASEAN 
alone, to examine whether there exists a proximity in characteristics between Japan, 
NIEs and ASEAN.
Secondly, the frequency of data is relatively short so that it is not enough to 
observe the long term impacts of some variables. As more improved data becomes 
available, a more rigorous analysis will be possible. However, at this stage it is not 
feasible because of data limitation on the part of FDI from NIEs and ASEAN countries. 
In the future, as data becomes more available and improved, including Asian NIEs and 
ASEAN in the analysis of FDI and trade would be a great contribution to this field. This 
is particularly important as the regional economies in the Asia Pacific would be more 
integrated than ever and the role of FDI would be more important as well. The 
importance of this region will increase; recently ASEAN members expanded to include 
two more countries, Myanmar and Laos, so that the ASEAN membership now includes 
nine countries.
Thirdly, it is interesting to test the validity of Kojima’s theory in the future, as 
the Japanese economy becomes more mature and advanced. There is a possibility that it 
may converge as many economists suggest or even diverge as Hatch and Yamamura 
argue (1996). It would also be interesting to examine the implications of clustering 
networks of MNCs. A further enhancement of labour division in the region would lead 
to the rise of clustering and networking among subsidiaries, with Japanese or American 
firms at the center.
And fourthly, there is a need to further sharpen the analyses by focusing on a 
more micro level analysis. This can be done, for example, by using disaggregated 
industry, firm level or panel data.
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Appendix A
MAJOR ECONOMIC REFORMS RELATED 
TO FDI AND TRADE IN INDONESIA 
1967-1996




| New foreign investment law announced j 




j Major overhaul of export bonus scheme j 
| Domestic investment law introduced j
i 1969
j April j The first Five Years Economic Development Plan, (Repelita I) j 
j commenced. It commences every year in April. j
! December j Inflation effectively brought under control from almost 600 percent to j 
j 17 percent per year j
1 1970
! April j Major trade policy package-devaluation, elimination of most multiple j 
j exchange rates, simplification of export import procedures; elimination j 
| of international capital control; some import bans introduced in the j 
i automotive industry. j
I 1971
j April 1 Import ban on complete built up (CBU) automobiles imposed on Java j 
j and Sumatera j
j August 
| September
j 10 percent devaluation of rupiah, now pegged j 




j BKPM, The Investment Coordinating Board established j 
j International price of oil begin to rise steeply, quadrupling in next six j 
j months j
[ 1974
j January | Student protest (called Malari) occurred; import ban extended to all j 
j CBU vehicles; state bank medium-term credit henceforth available j
j April
| only to firms with significant indigenous people participation; non-oil j 
j foreign investment regime tightened. j 
j Repelita II commenced; anti-inflation package announced, increase j 
| interest rates and ceiling on state commercial bank credit j
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MAJOR ECONOMIC REFORMS (continued)
1975
February Pertamina unable to pay its short term debt
July Soeharto and Japanese Prime Minister sign the Asahan agreement
October Imports of 23 variety of textiles banned
1976
February First ASEAN summit held in Bali
April Export promotion package introduced, most export tax reduced to 5
percent
1977
February Investment licensing regime becomes more transparent; petroleum
investment incentive packages become more attractive
August Jakarta Stock Exchange reopen
1978
November 50 percent devaluation of rupiah; extensive price controls introduced.
1979
January Export Certificate scheme introduced
April New tax package introduced, affecting company, sales and excise taxes
September
and tariff.
Second round of large increase of international oil prices.
1980
May Ban on logs export announced, to be introduced in several phases.
July First textile trade dispute occurs with the United Kingdom
1981
November Automotive industry plan envisages full local content by 1985
1982
January New trade promotion package announced, including counter purchase
November
and export credits
Import licensing in the form of approved importer system introduced;
1983
sharp increase in departure tax
March Rupiah devaluation by 28 percent
May Deferral of major public sector projects, valued at US$ 5 billion
June Major banking reform-control over state bank deposit rates removed,
July
some credit ceiling abolished, liquidity credit scheme scale down 
Huge Asahan project officially opened.
September First domestically produced aircraft (CN-235) displayed
December Wide-ranging quantitative import restriction introduced ;
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M A J O R  E C O N O M I C  R E F O R M S  ( c o n t i n u e d )
| 1 9 8 4
j June Large investment in petroleum refining come on stream, doubling j 
capacity. j
j November Further restrictions on public procurements ]




Further import restrictions announced j 
Rice self-sufficiency achieved. j
I 1 9 8 6
j January International petroleum prices plunge; government announced austerity j 
budget; new land and building tax introduced. j
j May Further declined in international oil prices to below US$ 11/barrel; j 




45 percent devaluation of the rupiah j 
Major import liberalization package, comprising shift of 321 items j 
from NTB to tariff protection. j
j 1 9 8 7
j January Further import liberalization announced, affecting textile, iron and j 
steel. j
| June Capital flight precipitated monetary crises, government imposed; tight j 
money policy; foreign investment regulations liberalised; textile export j 
quota was liberalised. j
j December Major liberalization package affecting imports (further shift from j 
NTBs), foreign investment, stock market, and tourism. j
i 1 9 8 8
j July 
| October
Ban on the exports of unprocessed and semi-processed rattan and logs, j 
Major financial sector reforms enacted - entry provision liberalised, i 
reserve requirement reduced. j
j November Deregulation on foreign investment, shipping and imports (plastics and j
j December
steel) extended. j 
Further deregulation on the financial sector. \
| 1 9 8 9
j June 
j August
Measures to increase state enterprises efficiency introduced. j 
Stock market reforms enable foreign companies to acquire up to 49 j 
percent of listed companies’ shares. j
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MAJOR ECONOMIC REFORMS (continued)
| 1990
j  January Further banking reforms, including removal or phasing-out of most j 
refinance subsidies. 1
j May A further trade reform package I
| 1991
! February The second tight money policy removed Rp 10 trillion rupiah from the j 
system; new banking regulations introduced, entailing greater j 
prudential supervision. j
; June Additional trade reform introduced j
| 1992
j April 100 percent foreign ownership of firms permitted in a certain j 
circumstances; j





Minor trade reforms package introduced on automotive industry. j 
Further simplification and relaxation on foreign ownership and foreign j 
investment regimes. I
j 1994
j  June Major reforms in foreign investment ownership, allowing 100 percent j 
of foreign ownership of public sector and elimination of m inim um  j 
investment requirements; further tariff reduction on 739 items j
| 1995
| January New tax laws introduced, reducing personal and corporate income tax j 
rates from 15-35 percent to 10-30 percent. j
! May Further tariff reduction to meet AFTA and WTO agreements, reduce ; 
import licensing from 242 to 189 items. j
| 1996
j July Re-introduction of tax holiday for eligible foreign and domestic j 
investment, from 3 to 10 years with possible extension up to 12 years; j 
further reduction of unweighted average tariffs up to 12 percent; j 
Provision for foreign investors to involve in the wholesale trading. j
Sources: Hill (1996), p. 256-61; Daily News Republika (various issues), Kompas (various issues); 
Bulletin o f Indonesian Economic Studies (various issues); and World Bank (1993).
Appendix B
DATA AND VARIABLE: SOURCES, DESCRIPTIONS
AND DEFINITIONS
B .l Data Sources
The data used in this study were mostly obtained from international publications 
such as the International Financial Statistics (IFS), International Monetary Fund (IMF), 
Organisation for Economic Cooperation and Development (OECD), World Tables 
(include soft copy through diskettes and DX data base), International Economic Data 
Bank (IEDB), Australian National University, Canberra. Data from the Indonesian 
publications are obtained from various offices such as Biro Pusat Statistik Indonesia, 
BPS (Central Bureau of Statistics), Bank Indonesia, BI (Central Bank of Indonesia) and 
Badan Koordinasi Penanaman Modal, BKPM (Investment Coordinating Board). As the 
case in many other developing countries, some data is not available as required by this 
study. In other cases some data are available but not in a consistent form, and still in 
another case different sources give different figures for the same type of data.
Most of the data is available in annual time series while some parts of this study 
requires half-yearly data. Half-yearly data is required to increase the number of 
observation to satisfy the degree of freedom. Most of annual time series data is only 
available in 1970s; prior this period the data were not complete. To overcome this 
difficulties the data has been compiled from various sources to achieve the consistency 
as much as possible to meet the objective of this study.
B.2 Data and variable descriptions and sources
There are two data sets, one covers the period 1970-1994 and second, covers the 
period 1980-1994. Specification of data is as follows:
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FDI: Foreign direct investment, defined as all capital transactions that are made to 
acquire a lasting interest in an enterprise operating in an economy other than that of the 
investor. This investment includes equity capital, reinvestment of earning, loan and 
other long-term capital. There are two categories of FDI data: first, approval, published 
by BKPM and BPS, and second the estimates of realised FDI, published by BI. Based 
on frequency, approval data comprises of: (i) quarterly data, this data is disaggregated 
by industry based on four digit ISIC (International Standard of Industrial Classification), 
provides important information such as amount of the capital (equity and loan), country 
sources of FDI, production capacity, amount of exports, and the number of workers 
needed (expatriates and local). The period coverage is 1980-1994. (ii) Annual data, the 
coverage is not as rich as quarterly data, it provides information like disaggregated FDI 
by sectors of economy, country sources of FDI and number of projects. The period 
coverage is 1970-1994. The second category of data is estimates of realised FDI. Since 
actual investment data is unavailable, a better closer approach to actual figure is the 
estimates of FDI realisation, disaggregated by sectors of economy. Although it is not 
complete, it covers 1970-1993 period for most sectors. To get real FDI figure, nominal 
figure is divided by CPI. These government offices, BKPM, BI, and BPS produce 
different FDI records during earlier period. But in the later period the data seem to be 
similar as they cooperate together.
There are some deficiencies of data coming from these sources, they exclude a 
large amount of direct foreign investment in oil and gas sector, financial, banking, and 
insurance sectors, so that the figure of FDI is considerably deflated. BKPM and BPS 
data generally only refers to approved FDI. As is well known the actual investment is 
always much less than intended investments and sometimes it is even so low. BPS data 
does not separate between foreign and domestic equity, and foreign loan. Consequently, 
foreign investment data is somewhat inflated. BI data is better than the previous two 
sources in the sense that it provides the estimates of actual. Another difficulties as 
pointed out by Pangestu (1991) and Hill (1988) is, a large portion of FDI entering
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through overseas Chines channels never gets reported as FDI but rather as domestic 
investment. The reason is Chinese business community in Indonesia are closely linked 
to the Chinese business network in North-East and South-East Asian countries.
In this study we used FDI data of both periods, 1980-94 and 1970-94. For 
analysis of aggregated manufacturing and country-source FDI we use data period 1970­
94. For the analysis of disaggregated industry, we use the 1980-94 quarterly data since 
this data provides industry-level information. From this quarterly data we construct half­
yearly data by pooling up two quarters so that the number of frequency double from the 
annual data period. Because the lumpiness of investment, a 2 half-yearly moving 
average data was used instead of half-yearly values.
Trade: This data is quite difficult to compile for three reasons. First, it is not available 
in a consistent classification system. Prior 1981 it was based on the Belgium Trade 
Nomenclature (BTN system). In 1981-1982 it was changed into Standard International 
Trade Classification) and CCCN. In 1983-1988 BPS adopted SITC Revision 2 as 
requested by Statistical Division of United Nations. In 1989, another change was made 
by adopting SITC Revision 3. Second, data is available only in annual time series until 
1989 when it was published in monthly basis. Third, export data is available in 
aggregate while this study requires disaggregated data at industrial level and bilateral 
exports and imports between Indonesia and its trading partners. To overcome this 
problem trade data (export and import) was purchased from International Economic data 
Bank (IEDB) ANU, Canberra which transformed the data into one consistent 
classification (SITC Revision 1) for the whole period. This data is available in annual 
time series. Since some parts of our study (industry-level analysis) require half-yearly 
data, we re-construct the data to meet this goal by using a procedure originally used by 
Goldstein and Khan (1976). See Appendix D for this procedure.
GDP: Gross Domestic Product data is available in quarterly basis. It is available and 
published since 1989 and was only available in limited number prior 1989.
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WG/VA Unit cost of labour is defined as ratio of total wage costs to total value added 
in manufacturing. These two data are available from BPS (Statistik Industri, Statistical 
Yearbook of Indonesia), United Nations (Industrial Statistics Yearbook), various issues.
PDV: Productivity is defined as the ratio of value added per worker to wage rates. Data 
sources are World Tables; United Nation (Yearbook of Labor Statistics), various issues 
and Damay, ed., 1995 (Manufacturing Worldwide, Gale Research). Data is in form of 
indices.
SKIL: Skill is defined, following Hasan (1981), as total value added of manufacturing 
per employment, both in indices. Data source is from World Table and BPS.
ER: Nominal effective exchange rates defined as the weighted average of the cost of 
foreign currency in terms of domestic currency, or unit of domestic currency per unit of 
foreign currency, more precisely as follows:
ER = Z Wj (Eit/Ei0)
where W, is the weight of trading partner country i in the index (we take 10 major
trading partner countries), Eit is nominal official exchange rates of country i with
Indonesia (Rp/foreign currency), Ei0 exchange rate index in the base year. For bilateral
exchange rates between Indonesian and trading partners, we use the arbitrage relation:
Th =  p  u s  p  u s  U'it U't / U-it
US USwhere Et is the number of Indonesian Rupiah per US dollar, and Eit is the exchange 
rates between trading partner country’s currency and US dollar, defined as number of 
unit of i * country’s currency per US dollar.
CPI: All variables are in real term by dividing with relevant index. For wages rate, for 
example, nominal wages is divided by CPI to get real wages. Real GDP is obtained by 
dividing by GDP deflator. Most of the indices in international publication are in 
different base year. To convert the series into the same based-year series (in this study 
1987 base is used, since most data is available in that base year) the following procedure
is used:
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^t, nb Lq, o b ^n b , ob
where nb is an index in year t based on new base year, Lf 0fo is index in year t based 
on old base year, and L ^  is yearly average index in new-base year based on old
base year. This data is available in quarterly basis from International Financial 
Statistics.
OPEN: This variable reflects the openness of trade regimes, defines as percentage of 
trade to GDP. Data is available from BPS.
Appendix C
Table C .l Classification of manufactured trade goods (SITC)
SITC Code Product
61
(1) Natural resource based product
Leather, dressed fur, etc
63 Wood, cork manufactures
661-3 Non-metal building products and minerals
667 Pearls, precious, semi precious stones
671 Pig iron, etc
54
(2) Unskilled labor intensice
Medical etc products
65 Textile, yam, fabrics, etc
664-6 Glass, glassware, pottery
695-7 Tool, cutlery, metal household equipment
729 Electrical machinery n.e.s
735 Ships and boasts
81-5 Plumbing, heating, lightning, etc. equipment; fumiture;travel goods
893-5
clothing; footwear
Article of plastics n.e.s; toys; sporting goods; office supply nes
899 Other manufacture goods
931 Special transaction




52 Coal, petroleum etc. chemicals
56-9 Fertilizers, explosives, plastics, chemical nes
71 Machinery, non-electric
722 Electrical power machinery, switchgear
723 Electrical distribution machinery
726 Electro-medical, X-ray equipment
734 Aircraft
861-3 Instruments, photo, cinema supplies, movies
53
(4) Human capital intensive
Dyes, tanning, color products
55 Perfume, cleaning, etc products
62 Rubber manufactures nes
64 Paper, paperboard and manufacturing
672-9 Iron and steel excluding 670-1
691-4 Metal manufactures excluding 695-9
698-9 Metal manufactures nes
724 Telecommunication equipment
725 Domestic electric equipment
731-3 Railway and road vehicles
864 Watches and clocks
891 Sound recorders, producers
892 Printed matter
896 Works of art etc
897 Gold, silverware, jewelry
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Leather goods, fur, excluding footwear and doting
Sawmills, planing and other wood mills
Pulp, paper, and paperboard
Fertilizers and pesticides
Petroleum refineries
Miscellaneous petroleum and coal products 
Pottery, china, earthenware 
Building product and minerals, non-metalic 














(2) Unskilled labor intensice
Textile
Wearing apparel, excluding footwear
Footwear excluding rubber, plastic footwear ‘
Rest of wood, cork excluding furniture, and excluding 33111-3
Furniture, fixture, excluding those primarily metal
Drugs and medicines
Glass, glass products
Cutlery, handtools, general hardware
Furniture, fixture, primarily metal
Electronis components, communication
Ship building and repairing
Transport equipment nes











Rest of industrial chemical except 3412 
chemical products nes 
Structural metal products 
Machinery excluding electrical 
Electrical industrial machinery 
Electrical apratus and supplies nes 
Aircraft
Professional, scientific equipment 
Photographic and optical goods
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(4) Human capital intensive
Rest of paper and paper products excluding 3411
Printing, publishing and related
Rest of other chemical products excluding 3522
Rubber products
Iron and steel basic industries
Fabricated metal products nes
Radio, television, communication equipment
Electrical appliances and housewares
Railroad equipment vehicles, bicycles
Watches and clocks
Jewelry and related articles
Sources: Krause (1982) Tyers and Phillips (1984) and Ariff and Hill (1985)


















Processing of jelutong and gum dammar 
Petroleum refineries and petroleum product
Industrial chemical and gases
Paints, pharmaceuticals, other chemical products
Rubber product except footwear
Sawn timber, other wood product, except furniture
Paper and paper product
Textile, textile manufactures
Leather and leather products
Plastic products
Cement, cement additive, structural cement, concreat products 
Bricks, tiles, other structural clay products 
Asbestos, stone, other nonmetalic mineral products.









Zinc, other nonferrous metals
Metal grills, cans, pipes, and other fabricated products 
Calculators, refrigerators, air conditioners, and industrial machineries 
Radios, TVs, semiconductors, other electronic machineries 
Trasport equipments, oil rigs
Sources: Nyaw (1979) and Wong, C.M (1987).
Appendix D
REPRODUCTION OF THE CAPITAL STOCK 
AND HALF-YEARLY TRADE DATA
D .l. Reproduction of Capital Stock
The following method of obtaining the capital stock is taken from Choudhury 
and Levy (1997). In order to reproduce the unknown series of capital stock from the 
documented gross investment time series, assumed that the motion equation of capital 
stock is given by
(A.l) Kt = It +(1-5) Kt_!
where 8 denotes a constant annual depreciation rate. If the initial capital stock (K0) were 
known, the time series of capital stock could be easily computed by using equation 
(A.l) and replacing Kt.{ with that initial capital stock. In the absence of such information 
the following procedure is used to estimate K0. Assuming further that
(A.2) Kt = K0 g
and substituting (A.2) into (A.l) for Kt and KM we obtain
(A.3) Ko = — ^ -------
g [g - d -S ) ]
where g  is equal to 1 plus the unknown accumulation rate of capital stock, by recalling 
that A.3 hold for t as for t-1:
(A.4) _ t - 1t - 1  t - 2
g g
and therefore:
(A. 5) g =
Appendix D 262
Since different value of g are likely to be obtained for any arbitrary choice of two 
consecutive values of 7, we considered the sample average of the right-hand side of A. 5, 
as an unbiased estimates of g:
1 T l f(A.6) -  Z —i -
T t = l I t _ i





Compute Ko by substituting the first value of gross investment, the estimated value of g  
from A.6, and predetermined value of 8. Subsequently, we substitute this computed 
value of initial capital stock into A.l to find the projected level of capital stock for the 
following year. By subsequent substitutions, the time-series of capital stock was then 
produced.
D.2 Reproduction of Half-Yearly Trade Data
To obtain a half-yearly data a re-construction is done to meet the goal of this 
study by using the a procedure originally used by Goldstein and Khan (1976).They used 
this interpolation method to construct the quarterly GDP figure of Indonesian GDP. At 
the time of their research the estimates of quarterly GDP figure was not available yet 
until 1989. The interpolation method follows three steps.
First, quadratic function passing through three annual points, xM, x̂ , xt+1 
where for each annual point s = 0 ,1 ,2  or 3, is as follows:
i
x j = J (as+ bs + c),
2
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Integrating over 5 and solving for a, b , c gives:
a = 0.5 xt_! -1 .0* , + 0.5 xt+h
b = -2.0 xt.j + 3.0 x, -1.0 x t+},
c = 1.8333 xt_j - 1.1667 *, + 0.3333 x t+h
Second step derives equation which allow for the calculation of quarterly figures 
within any year, Xf. For quarter 1, use the same quadratic function as above, with the 
quarterly end points, and substitute in the equations for a, b, and c yielding:
/  (as2 + bs + c)ds = 0.0547x,.; + 0.2344x , - 0.0391 x l+I 
1
The second quarterly figures within any year xt can be interpolated by:
/  (as^ + bs + c) ds = 0.0078 * t.j + 0.2656 xt - 0.0234 xt+j
1.25
The third quarterly figures within any year Xf can be interpolated by:
/  (as^ + bs + c)ds = - 0.0234 * ul + 0.2656 Xf + 0.0078 xt+j
1.50
The fourth quarterly figures within any year xt can be interpolated by: i
i (as + bs + c)ds = - 0.0391 * , + 0.2344 * + 0.0547 *
J  v  '  t - i  t  t + i
1.75
In the final step, annual exports and imports series are substituted into xt.h xt, 
and * f+j in the four quarterly equations, generating a quarterly export and imports series 
for Indonesia. To derive half-yearly data is simply done by adding two quarterly data.
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Table E .l Tests for unit roots: for variables used in Manufacturing, American and 













D ata  Series
ADF Statistics
Ho: 7(1) versus 
Ha: I  (0)
M an u facturin g
Stock o f  foreign direct investment, manufacturing - 2.09 (1)
Gross national product, Indonesia 
Gross dom estic investment
- 1 .90(1 )
- 1 .80(1)
W age efficiency, manufacturing - 1 .88(1)
Imports o f  manufacturing 
Exports o f  manufacturing
E ffective exchange rates (weighted by major trading 
partners
Ratio o f  export prices to dom estic prices
- 2.60 (2)
- 2.90 (1)
- 1 .09(1)  
- 1 . 1 8 ( 1 )
Openness o f  trade regime, Indonesia - 3 . 0 0 ( 1 )













Stock o f  foreign direct investment, American -2 .1 2 (1 )
Ratio o f  w age indices, American to Indonesia -1 .68 (1 )
Productivity in manufacturing, American -2.15 (2)
Skills o f  manufaerturing workers, American -3.50 (2)
Manufacturing exports to America -3.5 0 (3)
Japan
Stock o f  foreign direct investment, Japan - 2.7 (1)
Exchange rates between Indonesia and Japan -3.01 (1)
W age efficiency, manufacturing, Indonesia -3 .47 (3)
W age efficiency, manufacturing, Japan -2.42 (1)
Manufacturing exports to Japan_________________________-3.16 (3)
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Table E.2 Tests for Unit Roots: for variables used in industries of ULI, HCI, and 
TCI, 1980-1994, half-yearly series.
Variables Data Series
ADF Statistics
Ho: 7(1) versus 
Ha: 1(0)
GDP Gross national product, Indonesia - 1.32(1)
GDI Gross domestic investment - 4.40* (1)
OPEN Openness of trade regime, Indonesia -1.63 (2)
ULI
FDI Stock of foreign direct investment -3 .3(1)
f wg'i 
IvaJ Wage efficiency -1.12(1)
X Exports -2.12(3)
HCI
FDIS Stock of foreign direct investment -1.93 (0)
(  wg) 
IvaJ Wage efficienecy -3.1(1)
X Exports -2.59(1)
VA Value added -2.2(1)
TCI
FDIS Stock of foreign direct investment -3 .1(1)
X Exports - 2.95 (1)
f wg'i 
IvaJ Wage efficienecy -
VA Value added -3.0(1)
Notes:
1. The above tests include only those variables appeared in equations, others are omitted.
2. The critical value for ADF test are -4.18 and - 4.11 at 5 % level with sample size 25 and 30 
respectively.
3. * indicates rejection o f the null hypothesis o f non-staionary.
4. All varialbes are in natural logarithm.
5. Figures in brackets are number o f lags on the differenced variables to achieve residual whiteness.
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